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ABSTRACT 

In connection with its jurifjdiction over biomedical 
research and development at higher education institutions, the House 
Committee on Energy and Commerce's Subcommittee on Oversight and 
Investigations met twice to hear testimony on abuses in the indirect 
cost recovery practices at universities for Federal research grants 
and contracts. At the first hearing witnesses testified about the 
legitimacy and reasonableness of Stanford University's overhead 
charges and the adequacy of government oversight provided by the 
Office of Naval Research. The hearing revealed extensive abuses at 
the university and ineffective oversight from the Navy. Appearing 
were witnesses representing the Office of Naval Research, the General 
Accounting Office, Stanford University, and the Defense Contract 
Audit Agency. Two months later the committee met again to hear 
suggestions for changing the regulatory and staffing practices of 
audit agencies, and to hear about the status of audits initiated 
shortly after the first hearing at the 41 universities that the 
Office of Naval Research oversees. Appearing were witnesses 
representing the Department of Health and Human Services (HHS) , the 
Office of Grant and Contract Financial Management, the Inspector 
General, Office of Naval Research, and the Defense Contract Audit 
Agency. Included are the prepared statements of the witnesses, an HHS 
report, "Federal Funding to Colleges and Universities in Support of 
Research" and various documents and letters from Stanford University. 
(JB) 
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FINANCIAL RESPONSIBILITY AT UNIVERSITIES 



WEDNESDAY, MARCH 13, 1991 

H0U8E OP Represbntatives, 
Committee on Energy and Commerce, 
Subcommittee on Oversight and Investigations, 

Washington, DC. 

The subcommittee met, pursuant to notice, at 10 a.m., in room 
2123, Rayburn House Office Building, Hon. John D. Dingell (chair- 
man) presiding. 

Mr. Dingell. The Subcommittee on Oversight and Investigations 
will come to order. 

Under the Rules of the House of Representatives, the Subcom- 
mittee on Energy and Commerce has specific jurisdiction over bio- 
medical research and development. Th^ includes research activi- 
ties at universities like Stanford. What we are going to hear today 
is a story of taxpayers' dollars going to bloated overhead rather 
than to scientific research. It is a story of excess and it is a story of 
arrogance. It is compounded re^ttably by lax Government over- 
sight. The Government simply did not do its job. It also encouraged 
events which bring discredit upon many who under a different 
milieu might have performed better. 

The Chair wants to make it clear at the outset what it is that we 
focus on todav and what are the purposes of the investigation. 
Today it will be the purpose of the committee to examine the al- 
lowability and reasonableness of Stanford's overhead charges to the 
Federal Uovernment for sciehtific research. Today the subcommit- 
tee will be examining the adequacy of Government oversight pro- 
vided by the Office of Naval R^arch, which has the responsibility 
of protecting the interesCj of the taxpayers at Stanford University 
ana at other colleges and universities around the country. At a 
time later we will also be inquiring into similar events at other col- 
leges and universities. In like fashion, we wiil be scrutinizing the 
bell avior of the auditing functions and the auditing arms of the De- 
partment of Health and Human Services to ascertain what it is 
that they have been doing with regard to their responsibility over 
public moneys. 

The Chair wants it clear that the subcommittee is not examining 
Grovemment research policy. The subcommittee is not examining 
the Government's policy towards upgrading university research in- 
frastructure. These are legitimate and proper policy issues. They 
should be addressed by a number of legislative subcommittees and 
committees in the Congress and we will try and form a report 
which will in some degree at least make it clear that we have not 
engaged in that scrutiny here. 

(1) 



This investigation is not an attack upon science, as is charged by 
some in the scientific community. This subcommittee has along 
with its parent committee an unparalleled record of support for 
Federal funding for research but we have not supported the pay* 
ment for luxuries masquerading as overhead. 

The Federal Government funds tens of billions of dollars in sci- 
entific research. We believe that those dollars are and have the ca- 
pacity for being excellent expenditures of public money. Much of 
those fundings are biomedical and at mcgor universities and the ex- 
nditures both collectively and individually are very large and I 
lieve deservedly so. A mcgor element of the research funding is 
the indirect costs charged to the Government. Indirect costs are ex- 
penses such as administrative costs* utilities, building maintenance, 
and other matters properly related to research. These are items 
that cannot be easily or directly associated with a particular re- 
search project. They are, however, nonetheless important questions 
and important matters for support by the Federal Government to 
ensure that the universities are able to carry out their proper re- 
sponsibilities. 

If the Government funds a research project, for example, at 
$100,000 and the overhead rate is fixed at 70 percent, the total cost 
of the proiect then is $170,000. Overhead rates have been increas- 
ing sharply. Some universities charge around 80 percent. Others 
like Harvard Medical School are closing in on 100 percent. Com- 
plaints about these rates have been registered, both by the Federal 
granting agencies as well as research scientists who find it difficult 
to compete for research money while saddled with hij^^h overhead 
costs, and the Chair notes that the pressure on responsible scientif- 
ic research in this country from cuts in budgetary support, infla- 
tion, cost increases, and other similar problems are impacting in 
enormously adverse ways on research, researchers, and scientific 
knowledge in this country. 

It is therefore important to understand that when a university 
mischarges or overcharges the Government for indirect costs, that 
it has the effect not only of adversely impacting upon the taxpay- 
ers and the expenditures of public moneys genercdly and the conn- 
dence of the p^ple in their Government but it also has the very 
large and extremely unwanted effect of diverting Federal money 
directly from other high prioritv research projects that could have 
been funded with money that has been squandered in a way not 
keeping with public policy or the public interest. In other words, 
when yachts, wedding receptions, antique furniture and flowers are 
improperly or possibly illegally charged to overhead on scientific 
research, a number of deserving research projects are simply not 
funded. Science, the country, and our competitiveness are therefore 
much the poorer. 

In 1984 and 1985 this subcommittee conducted several investiga- 
tions and hearings on the outrageous overhead charges to the Gov- 
ernment by a number of major Defense contractors including Gen- 
eral Dynamics. In that instance we found executives charging the 
Federal Government and taxpayers for dog-boarding and an abun- 
dance of other abuses. That taxpayer-funded investigation also 
saved the taxpayers over $1 billion in unreasonable and fraudulent 
overcharges. Defense industry overcharges resulted from a combi- 
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nation of contractors gaming the system with a ''catch me if you 
can'' attitude and a lack of Government oversight bordering on 
misfeasance and malfeasance. 

In the beginning of this investigation, the subcommittee had 
reason to believe that we had the same ingredients for disaster. 
The Chair announces with regret that our worst fears appear to be 
coming true. The subcommittee chose Stanford as the subcommit- 
tee's first case study because of the combination of high overheads 
and complaints of the faculty about that rate. 

The subcommittee investigation began when it received allega- 
tions of substantial overcharging at Stanford. In checking into 
these allegations we learned that Mr. Paul Biddle, the Navy's Ad- 
ministrative Contracting Officer at Stanford, had been fighting an 
extraordinarily lonely battle for months with his own intransigent 
Navy bureaucracy to expose a situation at Stanford which was very 
clearly out of control. Mr. Biddle deserves enormous credit for ex- 
posing not only the situation at Stanford, which I believe will save 
the taxpayers tens of millions of dollars, but for exposing problems 
which I am confident will lead to similar savings across the coun- 
try at other institutions. The General Accounting Office [GAO] and 
Defense Contract Audit Agency [DCAA] auditors also deserve 
credit for the splendid work which they have done in bringing this 
sorry situation to light. 

The Chair wishes to digress briefly to make an observation which 
I hope will be of help to the Navy and that is that this committee 
has a very special, vigorous and long-star ding interest in the well- 
being of those who assist it and in the we^ l-being of those who testi- 
fy before it. Having said this, I know thf.t the Navy will not look 
forward to an appearance here to explain any action taken against 
Mr. Biddle for his having assisted the committee because the com- 
mittee intends to have a most vigorous interest in his continued 
well-being and prosperity and I hope that the Navy will keep those 
thoughts well in mind as we go forward into this examination and 
as we move on then into other business. 

Throughout the subcommittee's review of this matter, Stanford 
has exhibited a rather brazen, "catch me if you can" attitude. 
Indeed, it was one which we found rampant in the Defense indus- 
try. When the subcommittee first raised the question as to why the 
university had charged the taxpayers for a 72-foot luxury yacht 
outfitted with wood stoves and a Jacuzzi, Stanford made a flat 
denial that it owned such a yacht. A month later Stanford^ admit- 
ted that it owned a yacht but denied charging it to the Govern- 
ment. A month later Stanford admitted that it charged some of the 
expenses to the Government but claimed an honest error and an- 
nounced that it was immediately withdrawing its charges. 

In the meantime the subcommittee's initial findings suggested 
that there would be a number of similar mischarges to the Govern- 
ment due to lack of Government and university audits^ a situation 
which I find to be egregious at best. The initial audits reveal that 
Government research had been charged $6,000 for cedar-lined clos- 
ets at the President's house, $2,000 each month for flowers in the 
President's home. Charges were made for refinishing an antique 
grand piano, the purchase of antiques, and over $1,000 a month for 
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laundry chaises at a French laundry. Fm Polish and I have my 
laundiy done at a Chinese laundry. 

I would observe that in the midst of growing evidence of mis- 
charging and overcharging Stanford performed an audit and 
claimed— listen to this— that the Government owed it $13 million. 
We will have some questions about that. 

Dr. Kennedy put out a press release claiming that the costs 
charged for his house were certainly justifled charges for the tax- 
payers. He observed that they were hard to explain, so he would 
ull out the charges for the three homes on the campus including 
is own, the Provost's, and that of his Vice President for Public Re- 
lations. The Vice President admitted holding parties prior to foot- 
ball games and having the taxpavers contribute $1,500 worth of 
liquor but claimed it was justified because he believed a researcher 
or two might have been at these parties drinking the taxpayers' al- 
coholic beverages. 

What we have learned recently about Stanford has made Secre- 
tary Weinberger look rather frugal with his $600 toilet seat. Stan- 
ford recenthr purchased an early 19th Century Italian fruitwood 
commode. The cost was $1,200 and was subsidized by the taxpayers. 
The taxpayers also contributed to the enlarging of Dr. Kennedy's 
bed; $7,000 for sheets for the enlarged bed, and the purchase of 
Voltaire chairs from Pierre Deux, at $1,500 each, and a pair of 
George II lead urns at a special price, $1,284. They also charged the 
taxpayers $400 for flowers which were used in connection with the 
dedication of the Stanford horse stables. 

Now we must look with interest on the views of the trustees, be- 
cause obviously they have a modest interest in what is going on a 
the university. We would ask where were they during these events? 
Well, it turns out that they were et\joying the sufferings and tribu- 
lations of a retreat at Stanford Sierra Camp at Lake Tahoe, which 
cost $45,250 and was again subsidized by the taxpayers of the 
United States. 

In addition, the taxpayers are being asked to pick up a signifi- 
cant portion of the administrative expenses at the elite Stanford 
Shopping Center. 

A typically brazen mischarging is recognized and reflected in the 
recent flndin^ of the GAO. I am going to quote. GAO savs, for ex- 
ample, ''we discovered that the O&M costs of the Chancellor's resi- 
dence, a residence not owned by the university, and parentheticallv 
not on the Stanford Campus, are still being charged to the pool, 
even though the Chancellor retired in 1968 and died in 1985. From 
1986 to 1990 these costs amounted to $218,230, of which the Gov- 
ernment paid about $63,931. Because the residence no longer serves 
in an official capacity, does not beneflt research, and is not neces- 
sary to the operation of the university, none of the costs should be 
allocated to research. Stanford offlcials stated they believed such 
costs were appropriate, since the agreement was entered into while 
the chancellor was alive and thus represents an employee beneflt." 

The university's concern for the cnancellor's widow is laudable; 
charging these expenses to the taxpayer is not. 

The mischarging reflects an attitude that may permeate the ac- 
tivities and the attitudes of altogether too many universities deal- 
ing with Federal money. That is, again, an unacceptable attitude. 
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What do any of these charges have to do with the furtherance of 
federally-funded science, the competitiveness of the United States, 
the defense of this country or with cures or treatments for dread 
disease? 

Believe me, these are not isolated charges, and they are not lim- 
ited to the President home or to other homes on the Stanford 
campus. These outlandish charges are in every cost pool that has 
been reviewed. 

Stanford has made little effort to pull out these ui\justified 
charges from its bills to the taxpayers. Moreover, in 1987 and 1988, 
a senior Stanford official testified to the Government, or rather 
certified to the Government under criminal penalty, that there 
were no expressly allowable charges in its overhead account. 

The GAO and DCAA have found a number of charges in the cer- 
tiHed accounts that are expressly unallowable, raising serious ques- 
tion as to criminal liability. Despite repeated requests by DCAA, 
Stanford has refused to certify its 1989 and 1990 overhead chaises 
to the taxpayers. The GAO has found evidence of Stanford's appar- 
ent internal manipulation of charges to circumvent Government 
relations on donated silver. Charging administrative expenses for 
Stanford Shopping Center, alumni functions, public relations and 
lobbying functions are clearly unallowable. 

The Navy Investigative Service is currently investigating several 
criminal matters relative to Stanford's charging practices as well 
as the Navy's failure. We will follow those matters with more than 
a Uttle interest. 

A final note. The American Association of Universities, AAU, 
has had some comments with regard to the matters under consider- 
ation by the committee at this time. They have been holding press 
conferences, claiming the real focus of the subcommittee investiga- 
tion should be on channeling more taxpayer money to the universi- 
ties, not a review of overcharges to the taxpayers. 

The Chair will observe that this conrniittee has worked very hard 
to see to it that research is vigorously and adequately supported by 
the Federal Government. We do not think that it is unreasonable 
to ask that those expenditures be made for proper purposes, in 
order that we may get the biggest bang for our scientific buck. 

The AAU lobbies in Washington on behalf of the interest of 56 of 
the countries largest research universities. The Chair noted, with 
modest interest, mat the President of AAU is a former Vice Presi- 
dent for Public Relations at Stanford, and is provided with an auto- 
mobile, an adequate salary and the use of a house estimated to cost 
about $1 million at Massachusetts Avenue in Washington, DC. We 
have learned that AAU is supported b;^ contributions from these 
me^or research universities. Not surprisingly, Stanford charged its 
$33,000 annual dues to AAU to Government research. 

llie good news for the taxpayers today is that a rejuvenated De- 
fense Contract Audit Agency will recommend that Stanford's origi- 
nal request for a 78 percent overhead rate in 1991, which is now 
down to 70 percent uiould be reduced to 62 ^rcent; a potential 
savings to the taxpayers of nearly $30 million in 1991 alone. That 
is good news. We will look at it with approval; but we will also look 
to see whether 52 percent is an appropnate level. 
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The other good news is that the subcommittee, with the help of 
the GAO, win be examining the overhead charges at a number of 
other universities. We will inspect universities across the country 
who engage in Government research. We will review their charges 
to the Government and we will withdraw unallowable and unrea- 
sonable charges before the subcommittee commences its reviews. 
That will save all of us a great deal of trouble. If not, the Chair 
notes that they will receive the vigorous and the kindly assistance 
of this subcommittee and other Government agencies in carrying 
forward that responsibility. 

Mr. DiNOBLL. The Chair recc^izes my dear friend, Mr. Bliley, 
the ranking Republican member of the subcommittee. 

Mr. BuLEY. Mr. Chairman, before I b^;in my statement, I would 
like at this time to welcome to our committee, our newest member 
on this side of the aisle, Fred Upton. Fred represents the 4th Dis- 
trict of Michigan. He also serves as Deputy Whip, and I believe he 
represents the same district that another member of this commit- 
tee in 1981, until he became director of 0MB, David Stockton, rep- 
resented. So, we're glad to have you Fred. I am sure you will find it 
most interesting and most challenging. 

Mr. DiNGBLL. Would the gentleman yield? 
* Mr. Bulky. I would be happy to yield, Mr. Chairman. 

Mr. DiNOBLL. The Chair would like to express my special pleas- 
ure that the gentleman from Michigan, Mr. Upton, has joined this 
committee and that he vtrill be serving with us on this subcommit- 
tee. He is a valued member of our delegation in Michigan, and I 
look forward to his service here with a great deal of pleasure. 

He and I are going to differ on many matters; but I am satisfied 
that he will be a dedicated and energetic and honorable member of 
this institution. I am also satisfied that where questions relative to 
the State of Michigan are involved, there will be no differences be- 
tween him and the chairman. 

The Chair thanks the gentleman. 

Mr. Bulby. Thank you, Mr. Chairman. 

For many years tnis subcommittee has performed a valuable 
public service by exposing instances of waste, fraud and abuse at 
the Nation's defense contractors. For example, it has helped to 
bring to light mismanagement in the B-2 Stealth Bomber Program; 
defective pricing in theXockheed G6 Jet Transport; and difficulties 
in maintaining adequate readiness in the Army's fleet of Apache 
helicopters. These activities have helped save many millions of tax- 
payer dollars. 

Today, the subcommittee turns its scrutiny towards another form 
of Federal spending. The billions of dollars that this Government 
pours into research performed at universities. Both national de- 
fense and quality scientific research are desirable. Federally-spon- 
sored, university-ronducted research has produced notable scientif- 
ic discoveries. But the fact that the goals may be wortl]^, does not 
excuse lack of controls and waste of taxpayer money in achieving 
them. Unhappily, the situation here may not be signmcantly better 
than the one at the defense contractors. 

Stanford University receives around $240 million per year in re- 
search grants from the Federal Government. These pajrments cover 
both the direct and indirect costs to Stanford in performing the re- 
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search. Direct costs are the costs actually incurred in performing 
the research. Indirect costs are the costs to the institution to main- 
tain the "infrastructure" necessary to support the research per- 
formed for the Federal Government. No one challenges the proprie- 
tary of Stanford receiving payments for its indirect costs, as long as 
those indirect costs represent the genuine cocts to the university of 
performing the research. 

Unfortunately, that does not appear to have been always true in 
the case of Stanford. When the present Office of Naval Research 
Resident Representative at Stanford, Mr. Paul Biddle, hegeai exam- 
ining the transactions included in the "cost pool" used to calculate 
indirect costs, he found many items that clearly did not belong 
there. The most notorious item was depreciation on the yacht 
owned by Stanford University. Stanford originally denied that de- 
preciation on the yacht had been included in the cost pool, then ad- 
mitted that yes, indeed it had been. Stanford's explanation that the 
charge had occurred through an accounting error might be more 
understandable, had the error that permitted the charging of the 
cost of the University Sailing Program to the Government not oc- 
curred yearly for 8 years. 

I am certain, Mr. Chairman, before the day is out, the subcom- 
mittee will hear even more horror stories about costs that were in- 
cluded in the indirect cost pool, a portion of which were billed to 
the taxpayer. It appears that Stanford had virtually no system de- 
signed to screen transactions to ensure that inappropriate costs did 
not appear in the cost pool. To make matters worse, the resident 
representative prior to Mr. Biddle did not request audits by the De- 
fense Contract Audit Agency, so the Office of Naval Research had 
little or no idea what Stanford was placing in the cost pool. In fact, 
instead of scrutinizing Stanford intently, the prior resident repre- 
sentative entered into over 100 Memoranda of^ Understanding that 
may have cost the Grovemment many millions of dollars. 

While the concept of Memoranda of Understanding is perfectly 
legal, the fact is that, in the case of Stanford, the MOU's were not 
supiwrted by the required legal and financial analysis. Most uni- 
versities operate without any MOU's and the next highest number 
is eight. Why the inordinate number of MOU' s in the C886 of Stsn* 
ford» and the lack of Hnancial and legal analysis supporting them 
did not attract the attention of the headquarters of the Omce of 
Naval Research is something that I intend to find out. 

Mr. Chairman, I commend you for holding this hearing to better 
inform the members of the subcommittee on this situation. I look 
forward to hearing from our witnesses today. 

Mr. DiNGELL. The Chair thanks the gentleman. The Chair now 
recognizes my dear friend. Dr. Rowland. 

Mr. Rowland. Thank you very much, Mr. Chairman. I commend 
you for the focus of this hearing. 

Mr. Chairman, it is a great deal of concern to me that we do And 
in our university system, at least one university so far that appar- 
ently has abused much of the Federal dollars that came to them 
that could have been used in research. It also concerns me that 
there may be diversion of dollars that go into this kind of activity 
that would go to research. 
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You have already pointed out that this is not a hearing to any 
way jeoparduEe money that goes to research and goes for the scien- 
tific activities that need to be carried on by our universities in this 
country, but rather to uncover those types of activities that might, 
in fact, be detrimental to that kind of research and activity that so 
appropriately should be funded by the FMeral Government in our 
country. 

That is a summation of my statement, Mr. Chairman. 

Mr. DmOBLL. The Chair thanks the ffentleman. The Chair recog- 
nizes the gentleman from New York, Mr. Lent. 

Mr. Lent. Thank ^ou, Mr. Chairman. Mr. Chairman, America is 
committed to advancing the sciences. Since World War n, the Fed- 
oral Oovemmert has entered into arrangements with both public 
and private universities in which Federal tax dollars are used for 
thepurposes of research and development. 

This arrangement benefits both universitv as well as taxpayer. 
Institutions receive the funding they neea to conduct research, 
while the taxpayer utilizes existing resources, thereby getting the 
most for his or her tax dollar. The scenario I just described works 
perfectly in theory. 

The facts that you are about to hear today, however, aniply dem- 
onstrate the wide gap between theory and practice. Stanford Uni- 
versity is one of this Nation's most respected institutes of higher 
leammg. The research conducted there has enabled America to 
remain at the cutting edge of advancements in science, and for 
that, Stanford deserves our praise and our thanks. 

But Stanford University has performed abysmally when it comes 
to accounting for the Federal dollars it receives. Its internal audit 
system was, to all appearances, nonexistent. This lax attitude to- 
wards accountability resulted in the reimbursement by the Govern- 
ment of some questionable, and in many cases outright unallow- 
able indirect cost items. 

Stanford does not bear this blame alone. The Office of Naval Re- 
search has been entrusted with the duty of overseeing the way in 
which the taxpayers' dollars are beingspent in this regard. For the 
decade of the 1980's at Stanford, ONR's performance was nothing 
short of pitiful. 

Agreements known as MOU's were entered into without benefit 
of audit or l^al advice, both of which are required by regulations. 
Laissez faire is great when it comes to tl^e marketplace, but it has 
no place in oversight responsibilities. The cost of this fiasco is, 
quite frankly, unknov/n. Auditors are now digging back to 1980 in 
an effort to reconcile accounts that contain hundreds of millions of 
dollars and thousands of transactions. 

Some say the cost could be as high as $200 million, and while 
this figure may be disputed, the investigators charged with looking 
into this matter cannot say whether the actual cost is higher or 
lower than the $200 million figure. 

Mr. Chairman, I want there to be no mistake; I wholeheartedly 
support research funding for institutions like Stanford. They per- 
form a vital service to our Nation and must be continued, but we 
have a paramount interest as well, to the American taxpayer, fbr it 
is he who ultimately foots the bill. In this case, the taxpayer has 
unwittingly written a blank check that is cash year in and year 
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out. We'll be hearinff a lot of information today about who did 
what and how. You'll hear about yachts, cedar closets, co^ rela- 
tionships and impartiality. But let^ not forget the bottom line; in 
this instance, the taxpayers who are not beine properly served. 

It's good to know that both Stanford and the Office of Naval Re- 
secut^h recognize their failings. But forgive me when I say that it 
doesn't quite satisfy me, because they should never have oo^urred 
in the first place. We have regulations. We have directives that are 
designed to protect the taxpayer. 

If these xWulations are not clear, they should be rewritten. If 
they are not oeing followed, those persons neglecting their duties 
should be held accountable. We must take action now to prevent 
something like this from happening again. Thank you, Mr. Chair- 
man. 

Mr. DiNGELL. The Chair thanks the gentleman. The Chair recog- 
nizes now the gentleman from Oregon, Mr. Wyden. 

Mr. Wyden. Thank you very much, Mr. Chairman. I want to 
commend you and the staff for an extremely important inquiry 
and, as you've noted, Mr. Chairman, one that's being pursued in a 
bipartisan fashion. Today's hearing is important to all the mem- 
bers of the subcommittee, but it does have special significance for 
me. 

I'm a 1971 graduate of Stanford University. My mother works at 
the Green Library on campus. Witnesses are going to describe 
Stanford as a great university. I can say that I know firsthand that 
that's the case. Over the next few hours, the subcommittee is going 
to receive a primer in the complicated technical rules, the A-21 Cir- 
culars, the Memorandums of Understanding, the rules that are em- 

Kloyed to calculate how universities are reimbursed for the over- 
ead costs of their research. 

But I'd submit that these arcane technical rules aren't the key 
issue this morning. Every single taxpayer knows the real issue 
here. Billing the &)vernment for yachts and parties and baubles is 
wrong. Frittering away scarce Government resources can't be justi- 
fied under any circumstances and under any interpretation of 
these rules. 

Scientific research is especially important to our country now, 
for it is the key to our ability to compete in tough global markets 
and bring the fruits of scientific innovation to our citizens. Some 
will say u^at this research will be damaged by tighter controls over 
indirect research costs. I disagree. Reform is going to mean more 
dollars can go directly to research rather than yacht depreciation. 

This Stanford graduate believes no legitimate scientific inquiry 
needs to be padded by bills for flowers, antique commodes and 
french laundry. Scientific initiatives are not going to be derailed by 
disallowing these charges and everyone in this room knows that 
that's the case. 

It's time for a new accountability over Government research dol- 
lars spent on campus. It's time that every researcher whose work is 
fundra by the taxpayer is accountable to those taxpayers. Out- 
standing scientists and prestigious universities cannot be exempt 
from this new accountability. 

Every university this country that receives Federal research 
dollars is going to be watching Stanford today to see how this lead- 
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ing, great university responds to thid inquiry. I hope to hear Stan- 
ford testify today that they're going to take the lead on behalf of 
all the universities to plug the holes in the current accounting 
mess for research costs so the taxpayers' interests are going to be 
protected. 

Mr. Chairman, again I commend you for an important inquiry. I 
think the Chair is aware that Dr. Kessler of the FDA is upstairs 
and this member would like to pursue with him some of the issues 
that we've been touching on as well in Oversight, so it may be nec- 
essary to excuse myself for a few moments. 1 just appreciate the 
chairman's initiative in this matter. 

Mr. DiNGELL. The Chair certainly understands the concerns of 
the gentleman and will protect him. The Chair recognizes now our 
new colleague to whom the Chair again expresses welcome, Mr. 
Upton of Michigan. 

Mr. Upton. Tiiank you Mr. Chairman. I welcome the opportunity 
to serve on this subcommittee during the next 2 years ana I appre- 
ciate vour kind remarks and those of my colleagues as well, 
rhougn I do not have an opening statement, I look forward to 
todays hearing and the participation by the panelists that are 
here, and I look forward to participating in that debate. Thank you 
for bringing this to the attention of the American public, Mr. 
Chairman. 

Mr. DiNGELL. The Chair thanks the gentleman. The Chair recog- 
nizes now 'he gentleman from Ohio, Mr. Eckart. 

Mr. Eckart. I thank the chairman. It should be just a simple ob- 
servation to us that waste is waste, whether it's clothed in khaki or 
camouflage, blue jeans or the robes of academia; it's wrong. Being - 
charged with trying to protect the Treasury of the United States, 
we need to understand that those who would benefit from this re- 
search are the first U) suffer from its abuse, the scientists all across 
America who are increasingly pinched by constraints in Federal 
spending, by, from my perspective, misguided funding of projects 
such as the superconducting supercollider and the abuse of the ac- 
countability of the universities that serve as the trustees of those 
taxpayer dollars. 

I submit that Stanford has seldom et\joyed such national publici- 
ty as when they last upset Notre Dame in South Bend. That was 
much more favorable treatment than they are about to receive 
today. I hope, however, like that game, Stanford and those prob- 
lems that are evidenced by this hearing can be seen in an appropri- 
ate light from which lessons can be learned, in which those of us 
who are responsible to the taxpayers for providing the funding for 
those kinds of projects can go home and say that, yes, there was a 
winner, and indeed, there was a loser. 

Since the prospect of all sports, like this hearing, is to learn the 
lessons from life, let me also be able to say and hope that winners 
and losers alike today will be the taxpayers and the universUiecj 
who will know that our dollars will be better watched, that the 
projects will be better supervised and that ultimately we all will be 
winners in the game of science and research. 

After all, it is under those terms and circumstances by which 
this country will be orly capable of prospering in the future. I 
thank the chairman and yield back the balance of my time. 
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Mr. DiNOELL. The Chair thanks the gentleman. The gentleman 
from Minnesota, Mr. Sikorski. 
Mr. SiKOKSKi. Thank you, Mr. Chairman. 

Mr. Chairman, I, too, want to commend you and the Republican 
leader and the respective staffs for conducting this investigation 
and this hearing. 

I think everyone has to appreciate the respective responsibilities 
and obligations of the various entities involved here. 

The academic, college, university, scientific, and research com* 
munities have to be vigilant, always vigilant, to any attempts to 
move on academic freedoms, and the fragility of research many 
times conducted is so technical, so complicated, so in need of being 
protected from publicity^ is a responsibility the academic communi- 
ty has to undertake and guard. 

The responsibility of those of us in the Federal Government is 
equally great. In sum, we have to ensure the taxpayers' dollars are 
wisely spent. 

The end result of both groups performing their responsibilities is 
that the dollars will find their best use, the dollars will be used 
well and not wasted, and that the confidence of the citizens who 
pav these dollars will increase, and their enthusiasm for research 
will increase and, with it, their commitment in terms of dollars 
and public support. 

Consequently, I think it is all important to embrace these respon- 
sibilities with tolerance and fairness, and I am glad that this sub- 
committee is pursuing its traditions and history and focusing on 
this area. 

I, too, like Congressman Wyden, have responsibilities in H&E, 
Health and Environment, but— so, I will be bouncing back and 
forth between that. Again, Mr. Chairman, I want to commend you 
and the staff for just a top-rate iob. 

Mr. DiNGELL. The Chair thanks the gentleman. 

The Chair notes that concludes the opening statements. 

The Chair now announces that Panel 1 will come forward. 

The Chair is very happy to welcome Mr. Milton J. Socolar, Spe- 
cial Assistant to the Comptroller General of the U.S. General Ac- 
counting Office. 

Mr. Socolar, you have been before us on a number of occasions. 
We have always found your assistance to the subcommittee to be 
very valuable, and I am sure you know that you and the General 
Accounting OlFfice are regarded with a special respect by this sub- 
committee and by its chairman. 

The Chair announces that you are also accompanied by Mr. John 
Cls— Mr. 01s, we are happy to welcome you— and Ms. Doren Eng. 
We certainly welcome you both ^nd thank you for your assistance 
to the committee. 

Mr. Socolar, for your assistance, there are copies of the rules of 
the subcommittee, rules of the committee, and rules of the House. 
They are present at the committee table to assist you in knowing 
both of your rights and the limitations on the power of the subcom- 
mittee. 

The Chair is sure you recall from your earlier appearances here 
that it is necessary, under the rules, that all witnesses who testify 
do testify under oath* 



'if; 
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The Chair directs this question to you, to Mr. Ols and Ms. Eng, 
do you or any of you object to appearing here under oath? 

Mr. SocoLAR. No objection, Mr. Chairman. 

Mr. DiNGELL. The Chair notes that, given that, you are entitled 
to be advised by counsel during your appearance here. Do any of 
you desire to be advised by counsel during your appearance here? 

Mr. SocoLAR. No, sir. 

Mr. DiNQELL. Very well, then, if you will each please rise and 
raise your right hand. 
[Witnesses sworn.] 

Mr. DiNGELL. Ladies and gentlemen, the Chair notes for the 
record that you are now all under oath, and Mr. Socolar, we are 
happy to recognize you, Mr. Ols, and Ms. Eng for such statements 
as you wish to give to the committee. 

TESTIMONY OF MILTON J, SOCOLAR, SPECIAL ASSISTANT TO 
THE COMPTROLLER GENERAL, GENERAL ACCOUNTING 
OFFICE, ACCOMPANIED BY JOHN M. OLS, JR., DI!lECTOR, RCED, 
AND DOBEN ENG, EVALUATOR-IN-CHARGE 

Mr. SocOiAR. Thank you, Mr. Chairman. 

I do have a detailed statement which I would appreciate having 
introduced into the record. 

Mr. Di^NGELL. Without objection, that full statement will be in- 
serted in the record, and you are recognized for such comments as 
you choose to give. 

Mr. Socolar. Thank you. 

We are pleased to be here today to discuss our ongoing work 
looking at how indirect costs are charged to Federally-sponsored re- 
search. We began our work at Stanford University in October 1990, 
and so far, our work has been limited to Stanford. 

Since World War II, the Federal Government has been a key sup- 
porter of research activities at universities, and its involvement has 
generally been viewed as beneficial to universities and the Nation 
as a whole. 

Of the $69 billion in planned spending for Federal research and 
development in fiscal year 1991, it is estimated that about $9.2 bil- 
lion, or over 18 percent, of all Federal R&D funding will be spent 
01) research activities at colleges and universities. 

At Stanforu BpeciHcally, Federal research funding over the past 
10 years has totaled about $1.8 billion, of which over $600 million 
has been for the payment of indirect costs. Briefly put, I would say 
that both Stanford and the Government's cognizant Agency, the 
Office of Naval Research [ONR] failed in their respective responsi- 
bilities regarding the proper use of Government funds. 

Stanford failed to see to it that only proper charges were made to 
the Government, and ONR failed in its responsibilities to deter- 
mine that the bases for charging costs were, in fact, reasonable and 
justified. If ONR had been more diligent, we might not be here 
today. 

Stanford uses a complicated accounting and allocation system for 
distributing indirect costs to direct cost objectives. In order to ap- 
preciate thi. issues we are discussing today, it is necessary to un- 
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derstand the distinction between the accounting for direct and indi- 
rect cost charges. 

Direct costs are those that can be specifically identified with a 
particular spc nsored project, instructional activity, or other institu- 
tional activity. For example, the direct costs of research are items 
such as the salaries of trie investigators, project-specific research 
materials and the like. 

On the other hand, indirect costs are those that cannot be identi- 
fied with a particular proiect or activity. These would include such 
costs as utihty expenses, depreciation of buildings, and general uni- 
versity administrative costs. 

Direct costs are charged directly to the Government, while indi- 
rect costs are charged on the basis of their allocation to various 
university purposes, with an indirect cost allocation to research 
computed as a percentage of direct research costs. 

Until the mid-1960's. Federal reimbursement for indirect costs 
was limited to 20 percent. In 1966, the limit was removed. By 1990, 
the average indirect cost rate charged by universities had risen to 
about 50 percent. 

Stanford's rate, which is one of the highest in the country, had 
risen to 74 percent by 1990. Each percentage increase in Stanford's 
indirect cost rate equates to over $1 million in additional indirect 
charges. 

In conducting our examination, we identified both unallowable 
and inappropriate costs that were charged to the Government. In 
the limited time since we started our work, we were able to identi- 
fy over $3.6 million of such costs, of which almost $1 million were 
charged to the Government. 

As an example of unallowable costs, Stanford erroneously 
charged depreciation costs totalling $400,000, of which the Govern- 
ment paid $184,000 for various athletic equipment, such as racing 
sculls and, in particular, the yacht Victoria. 

It also erroneously charged administrative salaries and expenses 
totalling over $700,000 associated with a shopping center owned 
and operated by Stanford, of which $185,000 was paid by the Gov- 
ernment. 

In both of these examples, the costs are unallowable under 0MB 
Circular A-21, because tney directly relate to university auxiliary 
activities and do not in any way benefit research. 

In addition, we identified a number of other instances involving 
smaller dollar amounts which, in our view, were inappropriately 
charged to research and passed on to the Government. 

Inappropriate costs included charges for cedar closet liners and 
cabinets, floral arrangements, sterling silverware and other silver 
items for the president's house. Charges for the sterling silver 
items were particular noteworthy. 

These items were appraised at a total value of about $10,000, but 
the appraisal was made on a piecemeal basis, such as by knives 
and forks, resulting in items being valued at less than the $500 
capital equipment threshold. Stanford used the individual items 
values as the basis for charging ofT the total cost of $10,000 in 1 
year. 

As you know, in January, Stanford agreed to withdraw all gener- 
al expenses associated with the president's house, as well as with 
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two other University-owned residences. This withdrawal of costs in- 
cluded about $2.2 million charged to the general and administra- 
tive cost pool from fiscal years 1981 through 1988, of which the 
Government paid over $520,000. 

Another more general concern relates to the allocation process 
by which expenses not directly related to research were neverthe- 
less allocated for payment by the Government. 

At Stanford, the allocation process is largely driven by 90 active 
Memorandums of Understanding, or MOU s, as they are referred 
to, some supported by special studies that provide for alternatives 
to the prescribed A-21 allocation methodologies. 

Despite the implications these agreements have for higher cost 
allocations to Federal research, they were not subject to either 
audit or legal review by the Government, as required by Navy reg- 
ulations. 

Additionally, A-21 requires periodic review of the special studies. 
In our examination of selected MOU's and special studies, we 
found, among other things, that they were based on unsupported 
assumptions and did not demonstrate that their methods were 
more equitable than the methodologies prescribed in A-21. 
* The agreements reached between Stanford and the Navy gener- 
ally resulted in higher allocations of costs to organize research 
without adequate justification, as required by A-21. The potential 
cost impact to the Government can be illustrated by an MOU re- 
garding Stanford's methods of calculating and allocating deprecia- 
tion. 

Based on the MOU proposed by Stanford and agreed to by ONR, 
Stanford used an accelerated method of depreciation for buildings 
and improvements, rather than the A-21-prescribed straight-line 
method, even though it has not provided adequate justification for 
doing so. 

By using the accelerated method, Stanford was able to recover 
$2.3 million more from the Government in depreciation charges in 
fiscal year 1986 than it would have been allowed under the A-21 
standard straight4ine method. 

While we have not calculated the total dollar impact resulting 
from using this and other MOU's involving depreciation, the over- 
charges to the Government could be substantial, since depreciation 
costs charged to organized research totaled over $13 million in 
1986, of which close to $10 million was paid for by the Government. 

We analyzed two of Stanford's special studies in detail, the Li- 
brary Study and the Utility Study. These studies do not conform to 
A-21 requirements. They were not adequately supported, were not 
statistically sound, did not distribute costs in accordance with rela- 
tive benefits derived or were not reviewed every 2 years and updat- 
ed if necessary, yet these two studies have resulted in an annual 
charge to the Government of about $11 million over the amount 
the Government would have been charged had Stanford followed 
the standard methods established in A-21. These MOU's and the 
special studies that accompanied them were all accepted and 
agreed to by ONR representatives without challenge or leg il and 
audit reviews as required. 

As I mentioned, these findings demonstrate that both Stanford 
and ONR failed in their responsibilities to ensure than only proper 
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costs were billed to the Government. Many contributing factors 
brought this situation about but basically it boils down to inad- 
equate administration by Stanford and lack of proper oversight by 
ONR over the past decade. 

I should add here, as I said at the beginning, that the Govern- 
ment and universities both benefit from Government-sponsored 
Federal research at universities. However, the parties involved, the 
Government and the universities, have a responsibility to ensure 
that only proper charges are billed and paid. 

On a more positive note, let me mention the recent initiatives 
that are taking place by both the Government and Stanford to cor- 
rect the problems that we and others have identified. 

These include examinations by the ONR's Inspector General, es- 
tablishment of a special ONR team to review all of the MOU's and 
to work closely with DCAA to complete audits for fiscal years 1981 
through 1989 and to actions taken by Stanford in hiring a public 
accounting firm to assess standard systems and procedures and in 
establishing a special advisory panel to review and advise on the 
implementation of improvements identified. 

The initiatives that are being undertaken are positive and appro- 
priate steps to bring the problems identified under control. We 
would be pleased to work with these entities to assist in resolving 
the problems at Stanford. However, we do believe that we now 
need to look beyond Stanford to determine whether the problems 
identified also exist at other universities and, if so, what can and 
should be done to protect the Government's interests. Among other 
things there might well be cause for changes to OMB Circular A-21 
and an overall examination of the Government's approach for re- 
imbursing indirect costs at universities. 

This concludes my statement, Mr. Chairman. I and my col- 
leagues would be pleased to answer any questions that you or other 
members of the subcommittee may have, 

[Testimony resumes on p. 45.] 

[The prepared statement and attachments of Mr. Socolar follow:] 
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Hr. Chairman and Henbera of the Subconunittee: 

We are pleased to be here today to diacuas our ongoing work 
looking at how indirect coatr or "overhead" as it is commonly 
known, is charged to federally sponsored research at universities. 
So far, our work has been limited to Stanford. 

The federal government since World war II has been the key 
supporter of research activities at universities, and its 
Involvement has been generally viewed as beneficial to the 
university community as well as to the nation as a whole. Of the 
$69 billion in planned spending for federal research and 
development (RaD) in fiscal year 1991, it is estimated that about 
$9.2 billion — or over 19 percent of all federal RaD funding — will 
be spent on research activities at U.S. colleges and universities. 
Despite the positive benefits and the generally good relationships 
that have developed over the years between the government and the 
university community, there have been some areas of tension and 
concern, particularly over rising charges for indirect costs. 

At Stanford, we have been looking at the kinds of expenditures 
included in various indirect cost pools and how indirect costs are 
allocated to federal grants and contracts through application of an 
indirect cost rate. (See attachment I for a more detailed 
description', of how costs are allocated to federal research.) Our 
focus has been on selected accounts and transaction detail for 
fiscal year 1986, the last year audited by the Defense Contract 
Audit Agency (DCAA). Our purpose was to determine whether or not 
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costs art accumulated and allocated by Stanford in accordance with 
the established Office of Manageaent and Budget (0MB) guidelines. 
RESDLTS IN BRIEF 

Overall, we found that serious deficiencies in Stanford's coat 
allocation and charging practices r conbined with inadequate 
oversight by the Office of Naval Research (ONR) led to significant 
overcharges to the government. He identified a variety of examples 
of unallowable and inappropriate costs that Stanford included in 
its various indirect coat pools charged to federal research in 
1986. Although we reviewed only a small portion of the loany 
transactions Stanford processes annually, the examples we found 
show that the university did not exercise the degree of 
responsibility one might reasonably have expected, as Stanford 
officials themselves have recently acknowledged. 

The allocation process at Stanford is largely driven by about 
90 active Memorandums of Understanding (MOUs), some supported by 
cost analysis studies or "special studies," between the university 
and ONR. Some of these HOUa allowed for significant increases in 
the allocation of indirect costs to federal research without 
adequate support or review. Our concerns coincide with findings of 
the Inspector General of the Office of the Chief of Naval Research 
who recently reported, among other things, that a lack of audit 
and legal review by ONR and DCAA over these NOUs may have resulted 
in potentially significant overcharges to the government. 

AS you know, a number of efforts are underway at Stanford ^'^ 
resolve these concerns. In December, the Chief of Naval Research' 
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appointed a tpftcial team of senior legal and contract 
adminifltration staff *:o review Stanford's accounting and charging 
practices and to work closely with DCM and other concerned 
government agencies in completing audits and negotiations of 
incurred costs at Stanford for fiscal years 1981 through 1969. 
Stanford itself has recognized shortcomings in its accounting 
systf'rfl r.nd has recently hired an independent public accounting firm 
to assess its systems and procedures and appointed a special 
advisory panel to review and advise on the implementation of 
improvements identified. 
BACKGROUHD 

Over the past 10 years, through fiscal year 1990^ Stanford has 
received about $1.8 billion in federal research contracts and 
grants (excluding funds for the Stanford Linear Accelerator 
Center)--including about $605 million to cover indirect costs. To 
fully appreciate the situation at Stanford , it is necessary to 
understand the basis upon which university research is funded by 
the government. Research entails both direct and indirect costs. 
Direct costs are those that can be specifically identified with a 
particular sponsored project^ instructional activity, or other 
institutional activity. For example, the direct costs of research 
are items such as the salaries of the investigators, project- 
specific research equipment and materials, and the like. On the 
other hand, indirect costs are those that cannot be identified with 
a particular project or activity. These would include such costs 
as utility expenses^ depreciation of buildings, and general 
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university administration costs* The actual indirect cost rate 

charged for research is roughly the total indirect costs allocated 

to research, divided by total direct research costs less certain 

» 

exclusions specified by 0MB Circular A*21. 

Over the years, a great deal of controversy has centered on 
the indirect costs associated with federally sponsored research at 
universities. This is due, in part, to the difficulty in 
determining what costs should be assigned to research, particularly 
in a university setting' where education and research are so closely 
intertwined and, in part, to the question of how much of the 
indirect Qosts should be borne by the government. Until 1966, 
federal reimbursement of indirect costs was limited to 20 percent 
of direct costs. At that time, the limit was removed and by 1990, 
the average indirect cost rate charged by universities had risen to 
about 50 percent* 

Stanford's indirect cost rate has been consistently among the 
highest of any university in the country. Its rates rose from S8 
percent in fiscal year 1980 to 74 percent in fiscal year 1990—- 
which means that for every $100,000 awarded to cover the direct 
costs of a research project, another $74,000 is added on for 
indirect costs* For fiscal year 1991, Stanford originally asked 
for a rate of 78 percent. However, on the basis of questions 
raised by a number of investigations currently ongoing at Stanford, 
including GAO's, ONR set a provisional rate^ of 72 percent in 

^Provisional rates are negotiated at Stanford for forward pricing 
or billing purposes subject to later adjustment based on audits of 
actual incurred costs* 
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December 1990. This past February, that rate was further reduced 
to 70 percent. 

OHB Circular A*21 establishes the principles for determining 
costs applicable to grants and contracts with educational 
institutions, it defines allowable and unallowable costs and 
discusses indirect cost pools that should be established for 
accumulating and allocating such costs to research projects. The 
tests for allowability require that costs be (1) reasonable, (2) 
allocable to research projects under the A-21 principles and 
methods, (3) consistently applied, and (4) in conformance with any 
limitations or exclusions established by the circular or by 
individually sponsored agreements as to types or amounts of costs. 
A-*21*8 definition of "reasonableness" includes determining whether 
Oi. fkOt the cost is of a type generally recognized as necessary for 
the operation of the institution, and whether or not individuals 
responsible for incurring those costs acted with due prudence in 
the circumstances, considering their responsibilities to the 
institution, the government, and the public at large. 

A*21 also allows universities to perform special studies to 
justify alternatives to the standard A-21 allocation methodologies. 
A-21 stipulates that such studies, among other things, (1) must be 
appropriately documented, (2) must distribute costs to the related 
cost objectives in accordance with the relative benefits derived, 
(3) must be statistically sound, and (4) must be reviewed at least 
every 2 years and updated, if necessary. Stanford currently has 
four such special studies in place. 
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EXAMPLES OF UNALLOWABLE AND QUESTIONABLE 
COSTS CHARGED TO FEDERAL RESEARCH 

We identified a number of instances in which costs that are 
unallowable under A-21 were included in various cost pools, a 
portion of which was charged to federal research. In addition, we 
identified other costs which were inappropriate for charging to the 
government. In the limited time since we started our work, we 
identified over $3.6 million in unallowable or inappropriate 
charges, almost $1 million of which was erroneously charged to the 
government. These include: 

Depreciation costs totaling over $400,000, of which about 
$184,000 was charged to the government, for various items of 
athletic department equipment, including several racing sculls 
and, primarily, the yacht Victoria . 

Salaries and related administrative expenses, totaling over 
$700,000, associated with a shopping center owned and operated 
by the university, over $185,000 of which was charged to 
federal research. 
In both of these cases, the costs are clearly unallowable as they 
directly relate to university auxiliary activities and do not 
benefit research. In addition, we found a number of other 
instances of improper charges which are described in attachment It. 

Other items we identified as inappropriate for federal 
reimbursement included charges for cedar closet liners and 
cabinets, floral arrangements, sterling silverware and other silver 
items for the President's House, also known as the Hoover House. 
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Stanford announced in mid-January of this year that it would be 
withdrawing all the general expenses of the Hoover House, as well 
two other university-owned residences: the Hanne House (the 
Provost's residence), and the Lake House (the residence of the 
Vice-President for Public Affairs). This withdrawal of costs 
included over $2.2 'nillion charged to the G&A pool from fiscal 
years 1981 through 1988, of which the government paid over 
$520,000. 

These overcharges resulted because Stanford officials did not 
carry out their roles and responsibilities in a manner to assure 
only proper costs were passed on to the government. In this 
regard, the controller's office either did not review, inadequately 
reviewed or otherwise allowed unallowable costs to be charged 
improperly to the government. Also, the accounting controls over 
indirect cost charges related to federally funded research at 
Stanford are clearly deficient. 
QUESTIONS INVOLVING STANFORD'S ALLOCATION 
OF COSTS TO FEDERAL RESEARCH 

While a selective review of individual transactions can be 
revealing, it is the allocation process that has the greatest 
potential for significant overcharges to federal research since it 
affects all indirect costs. At Stanford, the allocation process is 
largely driven by various HOUs and special studies, accepted in 
past years by ONR. Despite the implications these agreements have 
for higher cost allocations to federal research, however, they have 
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not b«tn tubjttcttd to either audit or Itgal raviews by the 
government at required by ONR regulations. 

We analysed several key MOUs and special studies that affect 
coat allocations. He found that some of them include questionable 
assumptions, do not provide adequate justifications for the 
allocation methodologies used, as required by A-21, and generally 
result in higher allocations of costs to organised research than 
the standard A-21, or so-called "default method," allows. The 
Department of Health and Human Services (HHS) and OCAA have 
recently recommended to ONR that all the NOUs at Stanford be 
terminated, which the Chief of Naval Research said will be decided 
by April 1. 

The potential cost impact to the government resulting from 
using the HOUs at Stanford can be illustrated by the NOUs regarding 
Stanford's methods of calculating and allocating depreciation. For 
example, based on an MOU proposed by Stanford and accepted by ONR, 
Stanford uses an accelerated method of depreciation for buildings 
and improvements rather than the A-21 prescribed straight-line 
method, even though it has not provided adequate justification for 
doing so. ONR has now recognized this shortcoming and just 
recently notified Stanford that it could not continue to use this 
method without justifying it, even though Stanford had been using 
it, with 0NR*8 approval, as far back as 1961. By using the 
accelerated method, Stanford was able to recover $2.3 million more 
from the government in depreciation in 1986 than would have been 
allowed under the straight-line method. 
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In another •xMpler ONR agrttd to allow Stanford to includa in 
its indirect co«t pooli tht dirtct coiti of certain nongovernnent 
grants and contracts that benefit certain general purpose functions 
such as the libraries. However, a-21 specifies that the 
determining factor in distinguishing direct from indirect costs is 
the ability to identify the costs with a sponsored project, not by 
the nature of the goods and services involved. By charging the 
expenses under these grants and contracts to indirect cost pools, 
Stanford receives full reimbursement under its grants or contracts 
from non*90vernment sources and additional reimbursement from the 
government through the indirect cost recovery process. Additional 
examples of other allocation problems can be found in attachment 
XXX. 

Special studies 

Xn addition to the above, Stanford has conducted four special 
studies in other cost areas to justify using alternatives to the 
A*-21 default methodf for allocating costs. Stanford used these 
studies as the basis for various other HOUSp accepted in past years 
by ONR, affecting cost allocations to federal research. The two 
studies we reviewed to date — the library study and the utility 
study — do not conform with A-21 criteria, and thus do not provide 
Stanford with a valid basis for allocating costs other than by the 
default method. 

Library Study 

Stanford's library study is a case in point. Among other 
things, A-21 specifies that special studies must allocate costs on 
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th« batit of rtlativt benefits d«riv«d. Hovev«r, Stanford 
allocattt BOtt library coats on tha baaia of "cauta and affact", 
Por axanpla, thay allocate tachnical procaasing coats, vhich 
include tha coats of tha booka and preparing the boc^a for uaa, to 
all library uaera except non-Stanford uaera because they Maintain 
they initially incur the coata for Stanford users only. However, 
non-Stanford users clearly benefit from the purchase of the books, 
and therefore should be allocated a portion of these costs. Since 
costs associated with all users axcept non-Stanford users are 
allocated to reaearch, the government pays a higher portion of the 
library coata than are justified. 

To illustratt the potential effect of uaing the library 
study, in fiscal year 1988 Stanford allocated library costa of 
$12.5 million to organiied research using the method contained in 
the special study. According to Stanford 'a calculations, under the 
default mathod, only $S.2 million would have gone to organised 
research, a difference of over $7 million. 

Although CNR announced juat last month that it was rejecting 
the study, the sane atudy has been used, with ONR's approval, for 
allocating library costs since 1981. Had ONR subjected the study 
to audit and legal review before approving it, the indirect costs 
charged to the government might have been lower. 

Utility Study 

Another apecial study that has significant impact on how 
costs at Stanford are allocated to federal L-esearch la the utility 
study. This study, used to allocate the costs of electricity, 
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natural gas, staam, and chiliad watar, and tha maintananca coats of 
each utility syatam, was conductad for Stanford by an outaida 
conaultant in 1981 with major raviaions in 1982. In our opinion, 
tha utility study also doas not comply with A*21 criteria, among 
othar things bacausa it is not "statistically sound." Stanford's 
study includad a salaction of 10 buildings that ware pradominantly 
usad for rasaarch, out of 18 buildings that happened to have 
utility maters, and then projected the results to all 660 buildings 
on canpus, to allocate utility costs that, in 1986, totalled over 
$15 million. While tha definition of "statiatically sound" nay ba 
open to Interpretation, we do not believe that 10 out of 660 is a 
statistically sound sample, and particularly since utility usage 
varies greatly by building, depending upon such factors as age, 
condition, type of construction, type of heating system, and so 
forth . 

Although Stanford officials stated that an ONR engineer agreed 
that the sample buildings were representative of tha buildings on 
campus, our discussion with him revealed that he was primarily 
concerned with ensuring that research space was adequately 
represented in the sample* However, iiince, based on the atudy, 
utility costs are allocated to research in proportion to 
allocations to other cost objectives, such as instruction, he 
should have also ensured that non-research space was adequately 
represented as wall* 

Similar to the library study, ONR has also recently rejected 
the utility study until and unless Stanford can provide 
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appropriate justification for its usa» tvtn though tht study has 
b#an in usa» with ONR*s approval, sinca 1981. 

For fiscal year 1988, $8.8 nillion in utility costs wara 
allocated to organitad rasaarch* According to Stanford's 
calculations, utility costs allocatad to organized research under 
the default method would have been approximately $4.7 million, a 
decrease of $4.1 million for that year. 

These allocation examples demonstrate that both Stanford and 
ONR failed in their responsibilities to protect the proper use of 
government funds. While Stanford has not demonstrated that their 
allocation methods are justified, ONR has allowed the university to 
use such methods for many years without challenge. Had ONR 
adequately reviewed and challenged these studies when originally 
proposed, Stanford would have had to either follow the default 
methods prescribed by A-21 or conducted proper studies to justify 
any amount more than the default methods allow. 
ONGOING EFFORTS AT STANFORD 

As a result of all the attention focused on Stanford in recent 
months, several other inquiries have been launched into various 
aspects of Stanford's indirect cost recovery practices. One of the 
first reviews, conducted by the Inspector General (IG) of the 
Office of the Chief of Naval Research, was concluded last month, 
irhile the IG did not examine Stanford's accounting practices, 
internal controls, or expense vouchers, he did find significant 
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•hortcomings in th« ONR*s administrative practices at Stanford. 

JUnong other things ^ he found that ONR 

did not obtain a formal audit or legal review of any of the 
MOUs or special studies agreed to by ONR between 1980 and 
1989; 

did not properly review the special studies every 2 years as 
required by A-21; and 

improperly excluded HHS from participating in past 
negotiations, rather than including it as required by 0MB 
Circular A-88. 

While the IG concluded that a ONR representative's much 
publicized estimate of $200 million in overcharges was judgmental 
and speculative in nature, he a so stated that there appears to be 
some validity to the representative's concerns that the government 
has overpaid Stanford for indirect cost from 1980 to 1969. We 
believe the examples we have provided today lend further credence 
to the validity of those concerns. Fortunately, there is now a 
process in place to deal with them. 

As you know, in December, the Chief of Naval Research, 
established a Special University Team, composed of senior ONR 
headquarters and field staff, to do a number of things. The team 
is to work closely with DCAA and representatives from other 
affected agencies to audit incurred costs for 1981 through 1969. 
Hore importantly, it will review all MOUs affecting the allocation 
of costs to the government. That process is continuing. DCAA is 
supporting that effort and, in response to a request from this 
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Subcommittee f is also intensifying its tests of individual 
transactions and vouchers. 

In addition r Stanford itself has recognized shortcomings in 
its accounting system and in January announced a three-step 
approach to deal with these issues. The first step was to 
withdraw all G&A costs involving the Hoover House, Hanna House, and 
the Lake House, which I mentioned earlier. The second step was to 
hire a public accounting firm to independently assess Stanford's 
systems 2iid procedures and to recc.'ijne.id appropriate improvements. 
The third step was to appoint a jpcrial advisory panel to review 
and advise on the implementation of improvements recommended in 
Stanford's accounting system and other matters related to 
accountability for federally sponsored research. 

He believe the initiatives that are being taken, both by the 
government and Stanford, are positive and appropriate steps th^t 
must be taken to bring the problems identified under control. We 
muld be pleased to work with these entities to assist in resolving 
the problems at Stanford. However, we believe we now need to look 
beyond Stanford to determine whether the problems identified at 
Stanford also exist at other universities and, if so, what can and 
should be done to protect the government's interest. Among other 
things, such a determination may call for changes to 0MB Circular 
A-21 that might be need and an examination of the government's 
approach for reimbursing indirect costs at tiniversities. 

This concludes my statement. Nr. Chairman. I would be glad 
to answer any questions. 
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ATTACH^fENT 1 
Cr COSTS ^AM ACCUMUIATED AND ALLOCATED 
TO FEDETALLY SPO NSORED RESEARCH 

Indirect cost«~8uch as administrative sxpsnsss, utility and 
maintenance expenses, and depreciation— are costs that are not 
readily and specifically identifiable with a particular sponsored 
project, an instructional activity, or any other institutional 
activity. These indirect costs are distributed among various 
direct cost objectives, such as instruction and "organized" or 
sponsored research (which at Stanford is primarily federal 
research but also includes non-federal research), and other 
institutional activities which represent the major functions of the 
university* 

At Universities, such common costs are normally accumulated in 
seven indirect cost categories, or "pools," including 

— depreciation and use allowances, 
operation and maintenance' expenses, 

— general administration and general expenses, 

— departmental administration expenses, 

— sponsored projects administration expenses, 

— student services administration expenses, and 

— library expenses. 

Some of the indirect cost pools are further broken down into 
several cost groups within that pool. Before indirect costs are 
assigned to a particular cost pool or cost group, however, they 
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must first be reviewed to determine if some or all of the costs 
niqht be unallowable under A-21 criteria. Such costs are to be 
removed from the accounts so that only the allowable costs in each 
account are to be charged to each pool. The allowable costs are 
then assigned to the appropriate indirect coct pool for allocation 
to cost objectives, such as organized research, on the basis of 
formulas that are consistent with the benefits received or other 
equitable relationships. The basis for allocating each pool varies 
but is generally based on what are known as **jnodified total direct 
costs** (MTDC) for each cost objective to which costs are to be 
allocated.^ For some pools, other bases are used, depending on 
what A-21 requires or what the university determines to be a fair 
basis for allocation. Thus a portion of each pool is allocated to 
each cost objective, as appropriate, including to organized 
research. 

After all costs have been allocated to the relevant cost 
objectives, the total costs allocated to organized research are 
used to determine the indirect cost rate. The actual rate is 
roughly the total indirect costs allocated to organized research 
divided by the MTDC base for organized research. The total cost 
allocated to organized research times the federal participation 
rate in organized research, equals the total indirect costs to be 
paid for by the government for federally sponsored research. 



^NTDCs include salaries and wages, fringe benefits, materials and 
supplies, services, travel, and the amount of any subgrants and 

subcontracts up to $25,000 each. MTDC specifically excludes, among 
other things, purchased equipment and the amount of subgrants and 
subcontracts over $25,000 each. 
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EXAMPLES OF_^UNALL0WABT,R COSTS C HARGED 
BY STANFORn TO FED BPAT, RESEARCH 

Our examination of selected accounts and transaction detail 
identified the following instances in which costs were erroneously 
charged to the government: 

Athletic Equipment . Stanford erroneously charged $184,286 in 
depreciation costs to the government from 1981 to 1988 for 
numerous items of athletic department equipment, including 
outboard motors, racing sculls and, primarily, the 72-foot 
yacht, Victoria , Stanford officials initially assured us that 
none of the costs for their sailing program or the yacht were 
charged to the government. However, when we requested 
documentation for the actual yacht purchase, they discovered 
that depreciation costs for the yacht, as well as for the 
other equipment, had erroneously been included in the 
equipment depreciation pool charged to federal research. 
These charges had been occurring for at least 10 years, and 
while the costs did not become significant until the V i ctPr i a 
was purchased, certainly there was a breakdown in accounting 
and internal controls that allowed these charges to continue 
undetected for so long. 

The Victoria was actually purchased in fiscal year 1988 under 
what Stanford officials call their "boat donation program." 
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Undtr this program, Stanford pays a prict vsll balow marktt 
and tht sailer "donatas** tha ranainin? valua. Tha univarsity 
paid only $100,000 for tha victoria , which was appraisad at 
$1.2 Billion. Sinca tha yacht was racordad at its appraised 
valua, Stanford had alraady racordad dapraciation of $120,000 
tha year it was purchased, of which tha govarnment paid about 
$50,000, despite tha fact that it paid only $100,000 for the 
boat itself. The boat has been on the sales narket for many 
nonths, currently at a price of $475,000. 

Shopping Center Administration . The Stanford Shopping Center 
is an open air mall with several flagship department stores. 
It is owned and operated by the university, and thus Stanford 
pays for tha administration of the center including 
administrative salaries and related e>pem'fes. These expenses 
were properly eliminated from the General and Administrative 
(G&A) cos': pool in fiscal year 1985, hut erroneously remained 
in the pool in fiscal years 1986 and 1987. Although the 
expenses were properly eliminated in fiscal year 1988, the 
university never corrected the 1986 and 1987 charges. As a 
result, a total of $707,737 in shopping center costs was added 
to the G&A pool for those years, of which the government paid 
$185,872. Wliile such errors highlight a breakdown in 
accounting control, of greater concern is the failure on 
Stanford's part to correct those earlier years once the error 
was discovered. Stanford officials agree thnt these charges 
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were erroneously left in the G&A pools in 1986 and 1987 and 
have agreed to make adjustment to the government. However, 
they were unable to explain why corrections were not made to 
those years once the error was discovered in 1988. 
Public Relations , 0MB Circular A-21 specifically disallows 
costs incurred for public relations activities, yet Stanford 
included $7,198 in the G&A pool for producing the CQItimuni^Y 
peport . a semi-annual booklet t^.«♦• was sent to homes in 
nearby communities to promote university activities. The 
university also charged $2,164 in travel expenses for a member 
of Stanford's Public Affairs office who went to Paris for an 
alumni conference on "public relations, press coverage and 
news coverage." In addition to disallowing public' relations 
costs, A-21 also disallows alumni activities and specifies 
that foreign travel costs for any purpose are allowable only 
when the travel has received specific prior approval, which 
Stanford did not request nor obtain from the cognizant agency. 
Although this example violated several A-21 provisions, the 
item remained in the G&A poo}. For these two items, the 
government paid $2,449, Stanford officials agreed these items 
should have been eliminated from the G&A pool. 
A^v frtislno Costs , A-21 specifically states that the only 
advertising costs allowed are tho?e necessary to meet the 
requirements of a sponsored agreement, such as recruiting 
personnel, procuring goods and services, and disposing of 
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surplus materials. We determined that Stanford included 
$2,733 in the GCiA pool for advertisements to promote student 
attendance at the summer session. The university also spent 
$2,274 for numerous advertisements on career week for students 
and career placement office services, and $905 to advertise 
positions for operating an investment fund, both of which were 
charged to the Student Services pool. Not only is such 
advertising prohibited, but A-21 also specifically disallows 
any costs of investment counsel and staff and similar expenses 
incurred for investments. For these items, the government 
paid $1,296. Stanford officials agreed that all three charges 
were improper. 

Entertainment Costs . Stanford and ONR worked out an MOU in 
1979 that allows Stanford to deduct a flat 20 percent of all 
subsistence costs in the G&A and E)epartmental Administration 
pools. The 20-percent deduction represents unallowable 
entertainment charges, which eliminates the need to track and 
eliminate specific charges. However, we identified several 
examples in which subsistence costs were not charged to 
subsistence accounts and thus were not reduced by 20 percent. 
For example, Stanford charged over $2,000 for alcoholic 
beverages for the Lake House (the university-owned residence 
of the Vice President of Public Affairs) which were not 
charged to subsistence, resulting in the total costs staying 
in the G&A pool. In addition, we found costs for an office 
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picnic, a shower, and a party that liV(»vis« v«r« not charged 
to subsistence and therefore r were included in full in the G&A 
pool. Had these been properly recorded, an additional $480 
would have been eliminated froa the GdA pool. Stanford 
officials disagreed that the costs for the picnic, shower, and 
party mentioned above were' unallowable entertainment. 
Instead, they believed they were allowable employee morale, 
health and welfare costs under A-21. However, they agreed 
that all of the above items should have been charged to 
subsistence, and thus they should have deducted 20 percent. 
Fundraising Activities . A-21 states that costs of organized 
fund raising, including financial campaigns, endowment drives, 
solicitation of gifts and bequests, and similar expenses 
incurred solely to raise capital or obtain contributions are 
unallowable. However, charges to the G&A pool included $2,012 
for a donor recognition luncheon at the President's house, and 
$1,228 to the library pool for a staff member to travel to 
meetings with potential corporate donors. Stanford agreed 
these charges, for which the government paid $834, should have 
been eliminated. 

In addition, we reviewed various fundraising transactions 
included in Office of Development accounts, including 
thousands of dollars in expenses incurred for various fund- 
raising dinners, travel costs for visiting prospective donors, 
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and Publication costs for various fund-raising booklets. 
Whil« Stanford excluded various percentages from these 
accounts to represent unallowable costs, we found they did not 
have adequate documentation to support their calculations. 
For example, Stanford excluded 82 percent of the Office of 
Development's School Support account from the G&A pool as 
unallowable costs. However, the university has not bmm able 
to substantiate which specific costs were taken out and which 
costs were left in; thus, whether the 18 percent of costs, 
which totalled $328,354, that remained in the pool was 
allowable is unknown. In addition, another one of the office 
of Development's accounts specified for elimination in full 
from the G&A pool was only 82 percent elimi^^ated. The 
remaining 18 percent, equating to $10,900, erroneously 
remained in the pool. As a result, the government paid an 
additional $2,651 for this account. 

Student Activities. While A-21 allows certain student 
services, such as admissions, registrar, counseling, and 
placement activities, to be charged to the student service:* 
cost pool, it specifically disallows intramural activities, 
fstudent publications, student clubs, and other student 
activities. However, we discovered that Stanford charged to 
the pool the full costs of several student activity-related 
accounts, such as the Fraternity Task Force, totalling 
$68,324, of which the government paid $12,489. 
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Na also reviewed savaral transactions in oth«r student 
ssrvices accounts such as **frsshBan orientation.** W« 
identified costs of $589 for novie rentals, $875 for two bands 
for a student dance and a performance, $1,740 for soft drinks 
and rental of several sound systens, and $2,310 to rent vans 
for hauling student luggage. In other accounts, we also found 
such charges as $2,350 for airport shuttles, $900 for a 
chartered tour of San Francisco and a "beach trip," and 
$2,538 for furniture for student clubs. As a result of these 
charges, the government paid $2,072. 

Stanford officials disagreed that the orientation accounts 
mentioned above are unallowable. They stated that their 
student orientation costs are part of a program to orient 
students to the campus and improve their retention. However, 
we believe the examples cited are not appropriate charges to 
the government. 

other Costs . In reviewing the Operations and Maintenance 
pool, We came across some costs that do not appear allocable 
and should have been disallowed from the pool. For example, 
we discovered that the O&M costs of the Chancellor's 
residence — a residence not owned by the university — are still 
being charged to the pool even though the Chancellor retired 
in 1968 and died in 1985. From 1986 to 1990, these costs 
amounted to $218,230, of which the government paid about 
$63,931. Because the residence no longer serves in an 
official capacity, does not benefit research, and is not 
necessary for the operation of the university, none of the 
costs should be allocated to research. Stanford officials 
stated they believe such costs are appropriate, since the 
agreement was entered into while the chancellor was alive and 
thus represents an employee benefit. 
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EXAMPLES CONCERNING STANPORD'S 
ALIiOCATION OP COSTS TO P BDERAL RESEARCH 

Additional allocation problems w« found which resulted in 
higher allocations of costs to organized research than the default 
method, yet without adequate justification include: 

Operation and Maintenance Costs . Stanford conducts an 

annual space inventory to determine the functional use of 
each room in each building. It then categorizes all space on 
campus as either academic space or auxiliary space. Academic 
space is that used for academic functions such as 
instruction, research, libraries, etc. Auxiliary space is 
space used for nonacademic, or auxiliary, functions such as 
food and housing facilities, the bookstore, and the student 
union. Some O&M coats, such as general campus o&M costs, are 
allocated to academic space only. While Stanford, on the 
basis of an MOU accepted by CNR, excludes costs associated 
with auxiliary functions from the allocations and charges them 
directly to the auxiliaries, we found that they narrowly 
define costs associated with the auxiliaries and thus 
eliminate relatively few costs. For example, staniv^d has 
numerous roads that run throughout the campus. In allocating 
the costs associated with maintaining these roads, only those 
costs relating to the relatively few roads that run directly 
in front of or to an auxiliary function, such as a dorm, are 
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charged to the auxiliaries. The vast majority of roads that 
serve the entire canpus are assigned only to the acadenic 
spacci which thereby results in a higher allocation of costs 
to organized research. In 1986, sillion in general campus 
O&M costs were allocated to organized research, of which the 
g,3vernnent paid $3.4 nil I ion. 

Capital Inprovement Depreeiation . Stanford also uses the 
space inventory to allocate depreciation costs of capital 
inprovenents, such as outdoor lighting, parking lots, and 
general campus landscaping. In 1986, such charges to 
organized research totalled over $700,000. A~-21 requires that 
such costs be allocated to user categories of students and 
employees on a full-time equivalent basis, with a further 
allocation based on the* proportion of salaries and wages of 
employees in the various functions. Stanford, however, has an 
MOU, accepted by ONR, which allows it to allocate these conts 
to academic space on the basis of the space inventory without 
adequate justification. As a result, because a portion of 
these costs are allocated only to the academic functions, a 
higher share of them is being allocated to organized research « 
thus to the government. 
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OBJECTIVES, SCOPE, AND METHODOLOGY 



Our raviftv was parfornad in rasponsa to a Saptambar 1, 1990, 
raquast fron tha Subcoimnittaa on Ovarsight and InvaatigationSi 
House Committaa on Energy and Comxnarca, to axanina how universities 
charge and allocate indirect costs to federally sponsored research 
grants and contracts. At their request, ve began our work at 
Stanford University. Our objectives included determining the types 
of costs that go into the indirect cost pools and examining 
Stanford's methods of allocating these cost pools to organized 
research to assess how the indirect cost rates are determined. In 
doing so, ve also sought to determine whether adequate internal 
controls were in place to ensure that only appropriate costs are 
charged and allocated to the government. We also looked at the 
oversight provided by the Office of Naval Research (ONR) , the 
cognizant agency responsible for negotiating the indirect cost 
rates with Stanford. 

To accomplish our objectives, we met with Stanford officials 
to obtain an understanding of their accounting and allocation 
systems. We also met with ONR and Defense Contract Audit Agency 
(DCA^) officials to obtain their input on Stanford's procedures 
and to determine their roles in the audit and negotiation process. 
He met with Office of Management and Budget (OMB) officials to 
obtain additional backgrojnd and perspective on the intent and 
substance of A-21 and other criteria. We also met with officials 
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at the Department of Health and Human Services (HHS) , which is the 
cognizant agency responsible for negotiating indirect cost rates at 
most of the colleges and universities in the country, and with 
officials from the Association of American Universities (AAU) , 
which issued a 1988 report on its evaluation of the A-21 indirect 
cost system, to obtain additional background on the history of 
federally sponsored research at universities, and to obtain a 
perspective on the indirect cost processes at other universities. 

As negotiations with Stanford are still open for fiscal years 
1981 to the present, we focused our review on fiscal year 1986, 
the last year audited by DCAA, in order to take advantage of 
DCAA*s experience and findings. Where problems in specific areas 
were found, we also reviewed those areas in the other years as 
well. We judgmentally selected for review 74 accounts from four of 
the indirect cost pools on the basis of the materiality of the 
accounts or because, based upon A-21 criteria, such accounts 
appeared warranted to review. From these accounts, we selected and 
reviewed 219 transactions in light of A-21 requirements, 
supplemented by discussions with Stanford officials on each item. 

As the costs charged to the various direct cost objectives, 
including organized research, are influenced more by the methods 
of allocation than by individual transactions, we also reviewed 
Stanford's allocation methodologies for charging costs to 
organized research, placing particular emphasis on the depreciation 
and operations and maintenance (O&M) cost pools. As the 
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allocations are heavily influenced by Stanford's 90 MOUs and 
special studies, we reviewed the current special studies and 
selected MOUs against A-21 req[uireinents in conjunction with our 
review of the cost pools. We also reviewed Stanford's compliance 
with these HOUs and special studies. 

We have also considered the results and implications of other 
inquiries at Stanford, including the recently released report by 
the Inspector General of the Office of the Chief o.\ Naval 
Research. We met with the Chief of Naval Research and with the CNR 
special team to determine the status of their ongoing work at 
Stanford. We met with DCAA officials to determine the status and 
approach of their audits at Stanford as well as preliminary 
results. We also discussed with Stanford officials the status of 
the review initiated by Stanford which is being conducted by a 
public accounting firm. 
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Mr. DiNGELL. Mr. Socolar, the committee thanks you and Ms. 
Eng and Mr. 01s. Ms. Eng or Mr. 01s, do you have any comments 
you would like to make at this time to the committee? 

Mr. Socx)LAR. Not at this time. 

Mr. DiNGELL. I beg your pardon? 

Mr. Socolar. Not at this time. 

Mr. DiNGEiJL. Very well. The Chair now recognizes my dear 
friend, the gentleman from Georgia, for questions under the rules. 

Mr. Rowland. Thank you very much, Mr. Chairman. Mr. Soco- 
lar, the GAO was asked by the subcommittee to review a number 
of vouchers in various accounts at Stanford University. Based on 
that review we understand you found a number of expressly unal- 
lowable charges in a variety of accounts going to the Government. 
Is that correct? 

Mr. Socolar. That's correct, sir. 

Mr. Rowland. Could you cite some of the examples that you 
found? 

Mr. Socolar. Yes. We did find costs that were associated with 
the shopping center that were specifically unallowable on the basis 
that the shopping center is an activity of the university that is to- 
tally unrelated in any way to research. We found examples of de- 
preciation charged for athletic equipment that were related to aux- 
iliary activities totally unrelated to research. We found items that 
were related to advertising for positions for the operation of an in- 
vestment fund, items that were related to the floral supplies, wine 
supplies, and we found items that were related to student activities 
or recreational type activities that would be unallowable under the 
guidelines in A-21. 

Mr. Rowland. Tve been given a brochure here relative to the 
Stanford shopping center. Is that the one to which you 

Mr. Socolar. That's correct. Mr. Ols reminds me that Attach- 
ment 2 to the detailed statement that I have had introduced into 
the record contains a list of all of those unallowable costs. 

Mr. Rowland. I see. There were public relations, lobbying, 
alumni activities, commencement, an array of different activities. 

Mr. Socolar. That's correct. 

Mr. Rowland. And that is included in the list that you — ^- 
Mr. Socolar. Yes, that is. 

Mr. Rowland. In 1987 and 1988 Stanford certified to the Govern- 
ment that there were no expressly unallowable charges in their ac- 
count under criminal penalty. It would appear that Stanford's cer- 
tification to the Government regarding 1987 and 1988 may be false. 
Is that true? 

Mr. Socolar. It may be inaccurate, yes, incorrect. 

Mr. Rowland. Would vou say false or incorrect? 

Mr. Socolar. I would say incorrect. When you say false, that 
generates in my mind a question of what the intention was behind 
the certification and in the absence of an intention to be incorrect, 
I would hesitate to use the term false. 

Mr. Rowland. Have you looked for intent? 

Mr. Socolar. No, we have not. 

Mr. Rowland. For months Stanford has been publicly stating 
that with the exception of the yacht the university has followea 
proper guidelines in billing the Government. Based on your audit, 
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do you believe Stanford has in fact followed proper guidelines re- 
garding billed transactions to the Government? 

Mr. SocoLAR. I think that there are items billed to the Govern- 
ment that do not conform with the guidelines. I think that some of 
the responsibility surely must fall on ONR because Stanford did 
present studies, did present items for speciflc memorandums of un- 
derstanding which were accepted without question, without review, 
and had those been adequately reviewed and questioned, as I said 
in my summary statement, we might not be here today. 

Mr. Rowland. Well, let me ask you something about the $10,000 
in silver. 

Mr. SocoLAR. Yes, sir. 

Mr. Rowland. Could you explain how Stanford attempted to cir- 
cumvent regulations concerning this charge? 

Mr. SoGOLAR. Well, the silverware has a particular history. They 
were donated to the university in 1979 with the stipulation that 
any proceeds from their sale be used for library purposes. 

The silverware itself was appraised in 1984 and as I indicated 
was appraised on the basis not as a total donation but as separate 
items, each coming under the $500 limitation for capitalization and 
then not charged to the Government until 1986. 

Mr. Rowland. Well, the silver was broken down into knives, 
forks, spoons— why do you think this was done? 

Mr. SoGOLAR. That was the basis on which the appraisal was cal- 
culated and totalled up and then because the appraisal-— this is an 
assumption on my part— because the appraisal was put together 
that way it was determined that it would be all right to charge the 
Government on that basis. 

Mr. Rowland. Well, could they have billed the lump sum of 
$10,000? 

Mr. SocoLAR. No. That would have had to have been depreciated 
and only a portion of the depreciation charged to the Government 
and that is, even if one accepts the appropriateness of charging the 
Government at all for a donated set of silver. 

Mr. Rowland. So to put it in the Government account it had to 
be broken down into $500 or less increments? 

Mr. SocoLAR. Fm sorry, I didn't hear you. 

Mr. Rowland. To put it in the Government account, it had to be 
broken down into $500 or less increments? 
Mr. SocoLAR. To be charged all in the 1 year, yes. 
Mr. Rowland. To be charged in 1 year. 

Well, someone intentionally manipulated the charge so Stanford 
could bill it apparently, is that true? 

Mr. SocoLAR. You're asking me for a statement of intent again 
and I hesitate to attribute any specific intent to any of these 
charges. 

Mr. RowiJ^ND. Well, if that was the case, that would be fraud, if 
that was done, is that not correct? 
Mr. SocoLAR. Conceivably, yes. 

Mr. Rowland. Mr. Chairman, I see 

Mr. Dingell. Would the gentleman yield? 

The Chair announced that the Chair is going to recognize the 
members for 10 minutes rather than 5 so the gentleman can disre- 
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gard the red lights down there 1'he Chair has got a very fine stop- 
watch here that is helping the Chair keep an eye on the time. 

Gentlemen, if the charges were intentionally manipulated, is 
that not fraud? 

Mr. SocoLAR. I would respond yes to that. 

Mr. DiNGELL. Can vou exclude the fact that these charges were 
intentionally manipulated? 

Mr. S<KX)LAR. Intent— well, I would have to add intentionally ma- 
nipulated for the purpose of charging the Government that which 
was known to be inappropriately chargeable. 

Now it is clear that in the case of tne silverware the items were 
dealt with on an individual basis. Whether that was done expressly 
for the purpose of defrauding the Government is something I woulii 
rather not respond to. 

Mr. DiNGELL. Is it necessary to have the specific intent to de- 
fraud the Government or is it simply necessary to commit fraud to 
seek to achieve something which is not proper for the university to 
receive? 

In other words, does— we are getting now into a legal question of 
intent. Does "intent'' in this instance involve the intent to do 
wrong? Or the intent to simply receive funds that are not properly 
coming to the university? 

Mr. SocoLAR. I would suggest intent to do wrong. 

Mr. DiNGELL. I think that is rather unusual. Doesn't manipula- 
tion indicate though that the person intended to do that which he 
did? 

Mr. SocoLAR. It could. 

Mr. DiNGELL. And doesn't it indicate that he knew full well what 
he was doing? 
Mr. SocOLAR. Yes, it does. 

Mr. DiNGELL. Aren't we agreed that in these instances the term 
properly applied here is "manipulate"? 
Mr. SocoLAR. I could go along with that. 

Mr. DiNGELL. How then do you exclude fraud, if you intended 
then to assert charges which were not proper? 

Mr. SocoLAR. I think it is important to nave an understanding of 
the relationship between the university and the Government in 
terms of how the university dealt with the Government in these 
kinds of situations. 

I am being hesitant here because I just simply am uncomfortable 
in making a public charge of fraud without having looked into the 
situation specifically enough. 

Mr. DiNGELL. But you are not, however, excluding the possibility 
that there may have been fraud in this instance? 

Mr. SocoLAR. That is correct. 

Mr. DiNGELL. Very well. Thank you. 

There is a vote for the approval of the Journal. The Chair Will 
announce that the committee will recess at this time. We will 
return as quickly as the vote is over and the Chair will recognize 
the gentleman from Georgia for 2 additional minutes on his return. 
We will recognize all members for 10 minutes this morning because 
of the complexitv of the questions before the subcommittee. The 
subcommittee will stand in ac^journment then for approximately 15 
minutes while we go vote. 
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[Brief recess.] 

Mr. DiNOELL. The subcommittee will come to order. The Chair 
recognizes again the gentleman from Georgia. 

Mr. Rowland. Thank you, Mr. Chairman. When we left off a few 
minutes ago, we were exploring the possibility as to whether or not 
there may have been some fraud. Let me ask you this; do you think 
that this may be a cat-and-mouse game, catch-us-if-you-can attitude 
at Stanford? 

Mr. SocoLAR. It seems to me that Stanford was taking advantage 
of every possible claim that it could to even remotely justify in its 
own mind. 

Mr. Rowland. Let me go to something else here. Can you tell us 
what happened when GAO attempted to ask Stanford about the 90- 
foot yacht that they were billing the taxpayers for? 

Mr. SocoLAR. Mr. 01s dealt directly ^ith that issue, and I think 
it might be just as well for him to respond. 

Mr. Ols. Yes, when we visited Stanford we started our job last 
October. Because that had been noted in the newspapers and had 
been questioned, I specifically put that question to the Controller 
and the Assistant Controller as to which account did the yacht 
appear in? In other words, where wp""> the costs? Who was account- 
ing for it? 

I was specifically told that, in fact> ihere was no such yacht — ^and 
it was a 72*foot yacht. 
Mr. Rowland. There was no yacht at all? 

Mr. Ols. That's right; that none of the accounts contained the 
cost in any regard as it related to the yacht. 

Mr. Rowland. Maybe you're going to tell me this, but when did 
they Anally acknowledge the yacht? 

Mr. Ols. Our staff and Doreen Eng who is with us here at the 
table, continued to pursue that particular question, looking at vari- 
ous accounts and vouchers and actually kept pushing to get them 
to uncover and realize that, in fact, that the yacht was included in 
their accounting system and that depreciation charges were being 
passed on to the Government. 

Mr. Rowland. Now, once then that they did admit the existence 
of a yacht and then did admit that there were some of those 
charges relative to that that we were paying for 

Mr. Ols. That's right; they actually went on the public record 
and, I believe, sent a letter to the chairman, acknowledging that 
and, in fact, saying that the costs would be withdrawn out of the 
overhead account. 

Mr. Rowland. Do you have any thoughts as to why it was first 
denied and later admitted? 

Mr. Ols. To me, that's very difficult to explain; why one did not 
know that it was in the accounting system. 

Mr. Rowland. It wasn't because someone was asked that initial- 
ly didn't know there was a yacht, do you suppose? 

Mr. Ols. I'm just not sure what was going through their mind 
and what their intent was as far as whether they knew, didn't 
know, weren't aware that it was in there, were not sure that, in 
fact, it was in accounting system and maybe just didn't realize it. 
I'm just not sure where they were coming rrom on that. 
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Mr. Rowland. I see my time has expired. Thank you, Mr. Chair* 
man. 

Mr. DiNGELL. The time of the ffentleman has expired. The Chair 
recognizes now the distinguished gentleman from New York, Mr. 
Lent. 

Mr. Lent. Thank you, Mr. Chairman. Mr. Socolar, will you ex- 

{ilain the difference between allowable, reasonable and allocable? 
n other words, if an expense is not allowable, should we even get 
into the question of whether the expense is reasonable or whether 
the expense is allocable? 

Mr. Socolar. An unallowable expense is one that is specifically 
so designated in A-21. An unallocable expense is one that is not al- 
locable to research purposes. 
What was the third category that you mentioned? 
Mr. Lent. Reasonable. 

Mr. Socolar. Reasonable gets to the question of appropriateness. 
Is it appropriate to be charging the Government for flowers, for 
wedding receptions and the like? 

Mr. Lent. My point is, do we need to ffet to the question of alio- 
cability unless we first pass the tests of allowability? 

Mr. Socolar. No. If it's unallowable, you don't go any further. 

Mr. Lent. For example, athletic equipment which is referred to 
in Attachment 2 of your testimony, which gives examples of items 
which Stanford erroneously charged to the Government, athletic 
equipment is an issue of aflowability as opposed to reasonableness 
or allocability; is that correct? 

Mr. Socolar. Yes. It is an issue of allowability. 

Mr. Lent. Well, if it's not allowable, why do we need to reach 
allocable? 

Mr. Socolar. Those expenses are not, by their terms, made unal- 
lowable under A-21. The reason for questioning those relates to 
whether there's any reasonable basis to allocate those kinds of ex- 
penses as expenses of the university for which research should bear 
a proportionate share. 

Mr. Lent. Let me give you another example. The Stanford Shop- 
ping; Center; should we even be discussine reasonableness and allo- 
cability here or is the charge clearly unallowable? 

Mr. Socolar. It's clearly unallocable. There are a limited 
number of expensed items under A-21 that are unallowable, items 
that relate to the investments of the university, items that relate 
to certain kinds of advertising. 

The other aspects of the university operation that are not specifi- 
cally desijg^atea as unallowable, one needs to determine whether 
research in any reasonable formulation should pick up a portion of 
the costs. 

Mr. Lent. Let me give you a third example now, public relations. 
Public relations costs are specifically unallowable by 0MB Circular 
A-21? 

Mr. Socolar. That's correct. So there's no question with respect 
to public relations, no question of reasonableness or allocability r 
Mr. Socolar. That is correct. 

Mr. Lent. OK, now let's look at the subsistence costs in the Gea 
eral and Administrative and Departmental Administration Pools. 
If Stanford is deducting 20 percent of all subsistence costs in these 
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pool8» as I believe they are, does that mean that the Government is 
picking up 80 percent of the costs in those pools? 

Mr. &>00LAR. Fm sorry, I was diverted for just a second and I 
would appreciate it if you would repeat that. 

Mr. Lant. Referring to page 21 of your testimony 

Mr. DiNOKLL. Would the gentleman yield? 

Mr. Uim. Vd be happy to yield. 

Mr. DmoBLL. Returning to the Shopping Center, is that an ap- 
provable or allowable cost; or not? 

Mr. SoooLAR. Tliat is not an allowable cost. The Shopping Center 
is not allowable, it doesn't really relate to a University activity 
that would be allocable anvplace. 

Mr. DiNGiLL. It also makes money; does it not? 

Mr. Socx>iAR. Oh, yes. 

Mr. DiNOBLL. Lots of money? 

Mr. SoooLAR. Yes. 

Mr. DiNOBLL. So, it made money, lots of money and the taxpay- 
ers were still allocated a part of the cost of that; is that right? 
Mr. SooOLAR. That's correct. 

Mr. DiNGBLL. That's curious. Can yuu give me an explanation of 
why that occurred? 

Mr. SoGOLAR. The only reason that I can attribute it to is that 
the university simplj)r picked up its depreciation costs and failed to 
eliminate the Shopping Center from its charges. 

Mr. DiNGELL. It was administrative cost; was it not, Mr. Socolar? 

Mr. SoooLAR. Yes. 

Mr. DiNGBLL. I thank the gentleman and apologize for intruding 
on his time. 

Mr. Lent. Returning to that question that had to do with your 
statement at page 21 under Entertainment Costs, you indicate that 
Stanford and ONR worked out an MOU that allowed Stanford to 
deduct a flat 20 ipercent of all subsistence costs in the G&A and De- 
partmental Administration Pools. 

My question is; if Stanford is deducting 20 percent of all subsist- 
ence costs in those pools, does that mean that the Government is 
picking up 80 percent of the cost in those pools? Is there any fur- 
ther test tor reasonableness of the charges to those pools? 

Mr. Socolar. No, the Government is not picking up 80 percent. 

Mr. Lbnt. Is there anv provision for the allocation of the costs in 
those pools to reflect the indirect costs of research performed by 
Stanford for the Government? 

Mr. Socolar. I'm not sure I understand the question. 

Mr. Lent. Are there any other cuts in addition to the 20 percent 
before the Government is sent the bill? 

Mr. Socolar. Yes. The costs for which only a portion is picked 
up bv the Government. Again, we are back to the term ''alloca- 
tion. Onlv that portion which is allocated to research is then 
picked up By the Uovemment. 

Mr. Lent. How do you make that determination what pertains to 
research and whpt does not pertain to research? 

Mr. Socolar. i think those are judgmental determinations that 
are made on the basis of all of the university activities and under 
various kinds of formulas are distributed out to the various univer- 
sity activities, of which research is one. 
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Mr. Lent. Is it fair to say, Mr. Socolar, that Stanford has been 
a^^ressive in allocating even allowable expenses to the Govern- 
ment. For example, you cite how Stanford allocates the cost of 
maintaining the campus roads. 

The Government paid, as I understand it, almost Vsths of the 
cost of maintaining all of the campus roads at Stanfoid. What pos- 
sible justification could there be for the Federal taxpayers picking 
up the tab for Vsths of the cost of Stanford's campus roa^? The 
subsidiary question is whether this is another example of where an 
MOU between Stanford and ONR has worked to the substantial 
disadvantage of the Federal Government? 

Mr. SocoLAR. Well, in answer to the first part of your question, I 
would say yes, Stanford has been very aggressive and, in the way 
that Stanford billed the Government for its road maintenance, that 
becomes evident. Because what Stanford did was with regard to a 
segment of its activities, it pulled out from road costs a very minor 
portion associated with an activity that was not chargeable and 
then charged the remainder to all of its academic activities, rather 
than to have included a jpart of that to the unallowable item. In 
other words, what Stanford did was maximize the amount of 
charge that would go to the Government. 

Mr. Lent. Yes. So you would agree with the suggestion in my 
question that Stanford has been aggressive? 

Mr. SocoLAR. Yes. 

Mr. Lent. Is this an example of where an MOU between Stan- 
ford and ONR has worked to the substantial disadvantage of the 
Government? 

Mr. SocoLAR. Yes. 

Mr. Lent. There was an MOU? 

Mr. SocoLAR. Yes, there was. 

Mr. Lent. OK. I see the red light is on. I understand my time is 
up. I didn't want to cut it off. Thank you, Mr. Chairman. 

Mr. DiNGELL. The time of the gentleman has expired. The gentle- 
man from Texas, Mr. Bryant? 

Mr. Bryant. Thank you, Mr. Chairman. 

Mr. Socolar, a moment ago, our colleague was asking questions 
about the yacht. I would like to ask you when you made your first 
inquiry about the yacht? Feel free to refer this question to one of 
your associates, if necessary. Who exactly did you ask about the 
yacht? Who exactly denied that the yacht existed? 

Mr. Ols. As I indicated, in response to the earlier question, the 
Controller, who was Frank Riddle and the Assistant Controller, 
Janet Sweet, were in the meeting at Stanford University, when I 
posed that question to them. 

Mr. Bryant. They told you that the universitv did not own 

Mr. Ols. Did not own, did not have such a yacht neither in their 
control nor in their accounting system. 

Mr. Bryant. Now, didn't evidence, or rather photographs or ref- 
erences to that yacht, exist in their Sailing Club brochure? 

Mr. Ols. Not to my knowledge. I have not seen that. Doren, who 
has been doing work at Stanford might have. 

Ms. Eng. Yes, that's true. It was highlighted in their Stanford 
Sailing Program brochure!^ ^ ; 
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Mr. Bryant. All right. So their own brochures indicated they 
had a yacht, yet the Controller of the university was denying that 
they had a yacht when a Government investigator was asking 
about it? 

Ms. Eng. Initially, that's true. 

Mr. Bryant. It seems to me impossible that they would have not 
have known it Am I assuming too much? Is it possible? I mean, did 
you have the feeling that it was just simply a mistake, that they 
didn't know they owned a yacht? 

Ms. Eng. Based on our initial questioning, we did not have any 
specific evidence either, only allegations. So, we did not know and 
could not tell, from their responses, whether or not the yacht exist- 
ed. 

Mr. Bryant. Now the yacht, I assume, since it turns out that it 
was indeed owned by the university, or is indeed owned by the uni- 
versity, would have certain expenses associated with it, vear-in and 
year-out. Those expenses and the pajring for them would certainly 
come to the attention of the controller and the assistant controller, 
wouldn't they, year-in and year-out? 

Ms. Eng. That is correct. Initially, when we were told that there 
wasn^t a yacht, they came back later and said that there was a 
yacht, but none of tne expenses of the yacht were charged to the 
Government. They did provide us those expenditure details, and we 
did review the costs of the sailing program and the cost of main- 
taining, such as the insurance and so forth, and none of those were 
charged to the Government. 

It was only after I looked through those details and realized that 
the actual cost of the ^acht, that is, for the yacht itself, were not 
included in those details. It was only after I asked for documenta- 
tion of the actual purchase of the yacht that, about a month or so 
later, thev came back and said that, unfortunately, the deprecia- 
tion had been charged to the pools and therefore, to the Govern- 
ment. 

Mr. Bryant. So, first the Controller of Stanford University said 
"We do not own a yacht"? 
Ms. Eng. That is right. 

Mr. Bryant. Then he came back and said, "Well we own one, but 
do not worry» we are not charging the Government for maintaining 
it or for any expenses associated with it"; is that right? 

Ms. Eng. That is correct. 

Mr. Bryant. Then he came back and said "Well, we made a mis- 
take, indeed, we are"— after you asked for the records, he came 
back and said, "Well, indeed we are in fact charging the American 
taxpayer to pay for a yacht at Stanford University"; is that cor- 
rect? 

Ms. Eng. That is correct. 

Mr. Bryant. Mr. Socolar, your staff has told the subcommittee 
staff that Stanford has admitted to a number of other erroneously 
charged account items, such as the Shopping Center, a trip to 
Paris, alumni functions, public relations tunctions and so forth. 
Even though Stanford has admitted to these problems, I think the 
Question should be asked today, have they repaid the Government 
for these charges which they have admitted were not properly 
made? 
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Mr. SocoLAR. I am not sure that they have. I am not sure that 
the issues have been fully resolved. 

Mr. Bryant. The subcommittee staffs understanding is that they 
have not taken out anything except the yacht and the three 
houses; is that consistent with your information? 

Mr. SocoLAR. Yes. 

Mr. Bryant. Would it be appropriate to ask you for a response to 
a simple question? Do you believe the accounting system and inter- 
nal controls at Stanfora are adequate, based upon the investigation 
done by your Agency? 

Mr. SoGOLAR. I think certainly, with regard to the kind of con- 
trol—internal control, in connection with these items, that there is 
a lot to be desired. I have not looked at the accounting system, per 
se, to make a judgment on that. 

Mr. Bryant. OK. What is your understanding as to why an insti- 
tution like Stanford, which claims to have— and probably does 
have — one of the best business schools in the world, is unable to set 
up and implement its own accounting system with proper internal 
controls? 

Mr. SocoLAR. I think it relates back to the question that I ad- 
dressed before as to whether Stanford was pursuing an aggressive 
policy here. I think, as I said before, the answer to that is yes, and 
Stanford was taking advantage of every opening that presented 
itself, and unfortunately, the Navy was not looking at those open- 
ings to see where they would lead. 

Mr. Bryant. OK. So, you have eiven us a motive for what they 
were doing, and apparently, I would imply from your answer, that 
they did not want to have the kind of internal controls which 
would be necessary to prevent this bilking of the taxpayer; is that 
a fair conclusion? 

Mr. SocoLAR. Yes, stated that way. I think it could be stated an- 
other way too, though. That is that they had enough control to 
know what it was they were billing the Government for. 

Mr, Bryant. So, they did know what they were doing? 

Mr. SoGOLAR. It would seem so, yes. 

Mr. Bryant. OK. Well, going back to the chairman's earlier in- 
quiry; why isn't that fraud? 

Mr. SocoLAR. Hie question there gets back to whether there was 
an understanding of what was unallowable, what was iinallocable 
and what the Government, itself, was aware of as these billings 
came forward. In other words, the Government did sign on to these 
MOU's, it did sign on to these special studies that Stanford was im- 
plementing. 

I think that the basic question and the basic issue along those 
lines, really gets to the question of how those MOU's were being 
implemented; how those special study charges are being imple- 
mented? 

Mr. Bryant. Well, m^ colleague from Minnesota suggested that 
it would be fair to inquire if the Government did sign on the thing 
for a yacht or for a shopping center? 

Mr. SocoLAR. No, it aid not. 

Mr. Bryant. Well, so, in effect, that money was charged to the 
taxpayer without the taxpayers' Government understanding what 
was happening; isn't that correct? 
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Mr. SocoLAR. Yes, but I am not sure, and I cannot say, from the 
work that we have done, how the yacht charges got into the ac- 
count. 

Mr. SiKORSKi. Would the gentleman yield? 
Mr. Bryant. I yield. 

Mr. SiKORSKi. when the yacht was asked about, an untruth was 
told. 

Mr. SocoLAR. Yes, but I do not know whether it was an inten- 
tional untruth or an untruth out of ignorance. 

Mr. SiKORSKi. Well, you seem to be, and I am not critical, be- 
cause I think if I were sitting in your seat, too, but it is important 
to understand. You seem to be stretching for a criminal defmition 
of intent. There is civil fraud as well. The standard for both, as I 
recall, years back is did know or had reason to know. That a con- 
troller should be aware of the yacht showing up, not only in the 
accounting but in public relations. 

It seems to me that this all goes to this issue where you don't 
want to tread as to intent and deceit and the rest of it. I just state 
that because the euphemism being employed here is an aggressive 
policy for what would be, in real life by real people, down and out 
people, would be a scheme to defraud or to flimflam or a scam or 
something of that nature; but here we are talking about aggressive 
reimbursement policies. It bothers me that this euphemism gets to 
cover these things. 

Mr. SocoLAR. I do not disagree with what you say. 

Mr. SiKORSKi. I thank the gentleman for yielding. 

Mr. DiNGELL. Would the gentleman yield? 

Mr Bryant. I yield to the chairman, yes. 

Mr. DiNGELL. What you have got here is a situation where we 
are compelled to perhaps make a choice between the thesis that 
Stanford was served by incompetent auditors or that Stanford was 
served by auditors who were less than honest in their presentation. 

Now, if they were incompetent, clearly, there would have been 
mistakes which you had found which would have favored Stanford 
and which would have hurt Stanford. Is that a fair assumption? 

Mr. SocoLAR. Yes. 

Mr. DiNGELL. If they were> however, very confident, but not quite 
honest, we would find that none of the mistakes favored the Gov- 
ernment, but all favored Stanford. Now is that a fair thesis or not? 

Mr. SocoLAR. I do not disagree with the import of the question- 
ing, at this point; but, as I said before, to make the kind of charge, 
as far as I am concerned, would require me to look into the situa- 
tions more than I have. I simply am just not in the position to use 
the word ''fraud'' at this time. 

Mr. DiNGELL. Did you find any instances whatsoever, in the 
course of the audit, where the errors favored t! Government 
against Stanford? 

Mr. SocoLAR. I do not know. Did we? 

Ms. Eng. There was one instance. 

Mr. DiNGELL. What? I'm comforted. What was that? 

Ms. Eng. This was in the allocation of part of their utility costs, 
their steam costs. 

Mr. DiNGELL. Yes 
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Ms. Eng. And what they did was they allocated it to all build^ 
ings, regardless of who received steam or not. 
Mr. DiNGELL. That was the only one that you found? 
Ms. Eng. Yes. 

Mr, DiNGELL. Very well. I thank the gentleman for his time. 

Mr. Bryant. Mr. Socolar, turning to the Memoranda of Under- 
standing, Stanford had negotiated as many as 125 MOU's with the 
Government during the 1980's. Now, that's correct, is it not? 

Mr. SocoLAR. That's correct. 

Mr. Bryant. And an MOU is an understanding under which 
they're able to charge more than they would usually be able to 
charge. Isn't that correct? 

Mr. SocoLAR. That is correct. 

Mr. Bryant. Now, those are usually backed up by a study or by 
written justification performed by the university in pursuing the 
granting of the MOU. Isn't that correct? 

Mr. SocoLAR. That is correct. 

Mr. Bryant. Now, I think it's clear from your testimony that 
you believe that many of these MOU's— I don'^t know if it's all, or 
most of them, or how many— but apparently they were not sound. 
They are not based upon any kind of a sound justification. Is that 
correct? 

Mr. SocoLAR. We have found the ones that we have looked at to 
be unsupported and unjustified and accepted by the Navy without 
question, without review, either in terms of concept or from a legal 
standpoint. I am not able to express an opinion with regard to a 
mcyority or most of the MOU's because we haven't looked at them. 

Mr. Bryant. With regard to all of the ones you have looked at, 
however, apparently, they are not sufficient to justify the public ex- 
penditure of funds to the extent they allow. 

Leaving the Navy aside and the Government aside for a moment 
and just talking about Stanford University, who prepared the justi- 
fication for these MOU's? 

Ms. Eng. Stanford did. 

Mr. Bryant. I mean, what person— if it's more than one 
person— what kind of person, what kind of an officer, at the uni- 
versity prepared them? 

Ms. Eng. I can't say specifically, but the assumption is that at 
least the bulk of them would have been prepared by the control- 
ler's office and representatives of that office. 

Mr. Bryant. All right. And give us an example of the extent to 
which they failed to justify a change, or did they consist of obvious 
misrepresentation — concealing of facts — which would have argued 
against granting the MOU? What kind of problems? 

Ms. Eng. We haven't found any evidence of concealing of facts. 
Generally, it tended to be in the lack of justification, many of 
which are detailed in our detail statement. 

I'll give you one example which we talked about, which was the 
use of the straight-line depreciation method, which A-21 pro- 
scribes — it states that the straight-line method will be used in the 
absence of clear evidence that either the buildings or the improve- 
ments or equipment deteriorates greater in the earlier years than 
the later years. The MOU merely states that it essentially reflects 
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the economic depreciation of the asset, but it hasn't provided 
actual evidence or that. 

Mr. Bryant. Did the^ also use invalid statistical methods? 

Ms. Eno. No statistical methods are mentioned or reflected for 
that MOU. 

Mr. Bryant. Vm talking about in general with regard to the 
MOU's that vou looked at, not just that one. 

Ms. Eng. Oh, I'm sorry. OK. Can you repeat the question? 

Mr. Bryant. Did you also find the university's controller's office 
using invalid statistical methods? 

Ms. Eng. In our opinion, some of the so-called statistical methods 
were not valid. We give an example of the utilities studies, where 
they said that the — one of the requirements for a special study is 
that it must be statistically sound, which is open to interpretation; 
however, in the utilities study, they base and project the results on 
the sample of 10 out of 660 building numbers. 

Mr. Bryant. Ten out of 660? 

Ms. Eng. Correct. 

Mr. Bryant. My time is up. I would observe, however, Mr. Chair- 
man, that Stanford University, I understand, has a widely re- 
nowned statistics department which may have assisted them, had 
they asked them to. 

Mr. DiNGELL. The time of the gentleman has expired. 

The Chair recognizes the distinguished gentleman from Michi- 
gan, Mr. Upton. 

Mr. Upton. Thank you, Mr. Chairman. 

Mr. Socolar, I am very concerned about the reports that have 
come out, both through the press and, I think, some of the Ques- 
tioning this morning, with regards to untruths or stonewalling, 
whether it be to you all, or whether it be the ONR. I'm curious to 
know when your investigation actually began? 

Mr. Socolar. We began in October, 1990. 

Mr. Upton. Are there other cases of evidence beyond what was 
described with the yacht, which I find appalling that they didn't 
know about from the first place, where you found them specifically 
not cooperative or less than enthusiastic about coming up with in- 
formation that would provide you with some information? 

Mr. Upton. During the course of our review, my understanding 
is, and I could have my colleagues comment after me, that we were 
not denied, except for one document, anything in the way of docu- 
mentation for the issues thp. were pursuing. 

There was a tendency tc xke perhaps more time than might 
have been reasonable to finally respond, but the one document that 
we were denied was the management report to the university pre- 
pared by the university's accounting firm. 

Mr. Upton. Have you since seen that document? 

Mr. Socolar. No, we have not seen that document. 

Mr. Upton. Find out in a while. OK. 

What type of justification did they have in not giving you that 
document to date, and how long has that request been outstanding? 

Ms. Eng. This just was denied last month, and we did not have 
time to pursue it. 

Mr. UPTON. Early last month? Late last month? 

Ms. Eng. Probably early last month. 
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Mr. Upton. So it's been about 6 weeks? 
Ms. Eng. I can't say specifically. 

Mr. Upton. Did they have a reason as to why they would not fur- 
nish it? 

Ms. Eng. Yes. They said that the management letter was an in- 
temal document. 

Mr. Upton. OK. I noted in your testimony, on page 13^ that you 
found a number of things with regard to ONR that they did not 
formally obtain an audit or l^al review of any of the MOU's or 
special studies agreed to by ONR between 1980 and 1989, and that 
ONR did not properly review the special studies every 2 years as 
required by Circular A-21, and that they improperly excluded HHS 
from participating in past nMotiations rather than including it as 
required by OMB Circular A*88. 

What type of response did they have when you brought that to 
the attention of the ONR? 

Mr. SocoLAR. Actually, those are the findings in the IG report, 
the ONR IG report, so that we didn't specifically address them. 

Mr. Upton. So they recognized those responses, or they recog- 
nized those shortcomings? 

Mr. SocoLAR. That^s correct, yes. 

Mr. Upton. OK. We've seen a laundry list, and we've heard a 
number of things that were improperly itemized in the report, and 
in addition to the Voltaire chcdrs and the tablecloths and linens 
and yacht, we had also heard a little bit about public relations 
costs earlier, which specifically should be excluded. 

What evidence have you found or did you glean from Stanford as 
to what actually goes into their cost pool, or would that be in a 
missing document that has not been furnished? 
Ms. Eng. Fm sorry, can you repeat that, please? 
Mr. Upton. We have a list of a number of things that have been 
cited today, in the testimony today, including the linens, the yacht, 
the $750 to rework the bed, the chairs, the football lunch, et cetera. 
We've also heard in earlier testimony about public relations costs, 
which you have indicated in earlier questions should be specifically 
excluded from the MOU's. 
Ms. Eng. Right. 



Mr. Upton. What evidence have you found, if any, that would ac- 
tually—what evidence have you gleaned from Stanford as to what 
actually should be included in the criteria of what should be an al- 
lowable cost and one that is not allowable other than perhaps the 
missing document that you've been unable to obtain? 

Ms. Eng. In terms of what is allowable, those are the criteria we 
talked about earlier in A-21, which specify certain costs as specifi- 
cally unallowable or allowable, as well as the reasonableness and 
allocability issues. 

In the case of the public relations, we found two transactions 
which we questioned because the^ seem to fall under the category 
of public relations, which is specifically identified in A-21 as unal- 
lowable, and that was why brought those issues up. 

We talked these over with Stanford officials. There was one 
which they stated they would look into further because they 
weren't sure that they agreed with that, but we never heard a re- 
sponse back on that one. 
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Mr. Upton. OK. Thank you. 

Mr. DiNOBLL. The time of the gentleman has expired. 

The gentleman from Oregon, Mr. Wyden, and then the Chair 
will recognize next the gentleman from Minnesota. 

Mr. Wyden* Thank you. Thank you, Mr. Chairman. 

On this point of the MOU^s, let me see if you had touched on 
this, Mr. Socolar. Perhaps I had missed it. 

Stanford has n^otiated more than 125 MOU's with the Govern- 
ment during the 1980's? 

Mr. Socolar. That is correct. 

Mr. Wydsn. In turn, the Government should have done a formal 
audit and legal ancdvsis of these MOU's prior to agreeing to them. 
Shouldn't that have been done? 

Mr. Socolar. A review and legal analysis, yes. 

Mr. Wydbn. Were those audits or legcu reviews done? 

Mr. Socolar. No, they were not. 

Mr. Wydrn. So, is it fair to say that the Office of Naval Research 
violated its own directives by entering into these Memorandums of 
Understanding without performing the necessary work? 

Mr. Socolar. That is correct. 

Mr. Wyden. Now, the Defense Contract Audit Agency has esti- 
mated that these Memorcmda are costing the taxpayers almost $20 
million a year. 

Does the General Accounting Ofiice believe that these Memoran- 
dums of Understanding are creating a situation whereby the uni- 
versity is receiving significantly more money that otherwise would 
be the case if the normal cost-accounting practices were followed? 

Mr. Socolar. Yes, they exceeded A-21 criteria. 

Mr. Wydbn. They are receiving significantly more money. 

Mr. Socolar. lite MOU's provide for greater reimbursement 
than the basic A-21 provides for. 

Mr. Wyden. Right. 

Does GAO disagree with the estimate of the Defense Contracting 
Agency, DCAA, that the figure could be as high as $20 million? 

Mr. Socolar. We simply do not have an estimate of the overall 
amount. We have not done sufRcient work to arrive at that kind of 
a number, and all I can say is that it is conceivable and possible. 

Mr. Wydkn. Lfet us see which ones you may have some corrobora- 
tion on. Let me ask you about a couple of the items specifically. 

On the depreciation, do you all have some numbers on that 
point? My understanding is tnat that may be $4V2 million, $4.6 mil- 
lion. Is that correct? 

Ms. Eng. That was to the indirect cost pool as a whole. The Gov- 
ernment portion was about half of that. 

Mr. Wyden. On the liability issue — excuse me— on the library 
issue? 

Ms. Eng. Yes. If you look at our detailed statement, with respect 
to the library, we did not calculate that difTerence. That is Stan- 
ford's calculations which they had to prepare in response to E)CAA. 
Their estimate for 1988 was a difference of about $7 million. 

Mr. Wyden. On the utility issue, what figures have you pulled 
together on that? 

Ms. Eng. Again, these are Stanford's figures, and the difference 
was about $4 million. 
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Mr. Wyden. So, we are talking, according to what we have put 
together^ something like $11 million. How much would the taxpay- 
er pay for there? 

Ms. Eng. These, if I remember correctly, are the Government 
portions. Let me look. Yes» they are. 

Mr. Wyden. So, between Uiese three expenditures alone— the de- 
preciation issue, the library issue, and the utility issue— according 
to your calculations, we would be talking about perhaps a little bit 
over $13 million. Is that correct? 

Ms. Eng. For that year. 

Mr. Wyden. OK. 

Mr. Socolar, the situation here, then appears that the Govern- 
ment has signed 126 Memorandums of Understanding without the 
proper audit and legal analysis, in violation of the Government 
rules. 

In addition, the audit Agency of the Government is telling us 
that it may be costing upwards of $20 million, and on the basis of 
the computations we just went through with GAO, your figures 
would be upwards of $13 million, and that would be just for three 
^ areas— the depreciation, the library, and utilities. Do you believe 
that the Memorandums of Understanding, at this point, should be 
terminated? 

Mr. Socolar. First, I think it is important to recognize that 
about 13 of those Memorandums cover about 80 percent of the 
costs. As to termination of the MOU's, I think the issue is really 
how best to deal with the situation that exists. 

I certainly could subscribe to a termination of the MOU's. On the 
other hand, without having looked at that particular possibility, I 
do not know whether that is the best way to work out of the situa- 
tion. 

It might well be that a large number of them, there would not be 
any real (Question about, and we would only be having to redo 
them, but in answer to your question generally, I think that is cer* 
tainly an option that should be very, very seriously considered. 

Mr. Wyden. Are there legal problems associated with termina- 
tion? 

My concern here— and it almost seems obvious— is you get into a 
situation where the taxpayer, in effect, is blindly led into signing 
these kinds of agreements, and they could be costing tens of mil- 
lions of dollars, and then to get out of these kinds of agreements, 
you are running up into another problem with respect to signifi- 
cant legal liabilities. 

Is that a fair assessment of where we are left on this? 

Mr. Socolar. Well, there, too, I think we have to keep in mind 
that we are not dealing with the payment to the university of ex- 
penses that it is incumng specifically to meet the requirements of 
the Government. 

We are simply saying that with regard to expenditures that the 
o university is making anyway, whether the research that the Gov- 
ernment is ordering or not, those are items that would be expended 
by the university, and so, I do not think that there would be a 
great problem in terminating these MOU's, at least from the pro- 
spective standpoint. 

Mr. Wyden. To go back, there would be a problem. 



60 

Mr. SocoiAR. To go back, I thinks would— first of all, I think is 
essentially a problem that would require some kind of, perhaps, 
even n^otiation over what has occurred in the past. 

As to iMntimate claims that might be made for what has oc- 
curred in the past, I think there we would have to get into ques* 
tions as to whether the university was deliberately noncompliant 
with the Memorandums and the special studies. 

Mr. Wyden. I want to move on, and I think you have touched on 
it well, and I think you understanding my concern is that, you 
know, if you are first led into signing these agreements which do 
not protect the taxpayer and then you have problems getting out of 
them, it is sort of like they have got us coming and going, and that 
is obviously the worst of all worlds. 

Now, you do a number of audits of various Government contrac- 
tors, and I am interested in whether you can cite another contrac- 
tor whose accounting system and internal controls allow the kind 
of chanring that has been seen in the case in point. 

Mr. SiDCOLAR. Well, I think that with regard to Federal contract- 
ing, generally, that this is somewhat of an endemic problem, that 
we quite often go into contracts and find poor internal controls and 
charging against the Government items that should not be 
charged. 

Mr. Wyden. Are there any specific contracts that you could cite 
where you saw this kind of problem? In fact, let me restate it— any 
specific contractors where you have seen this kind of problem? 

Mr. SocOLAR. Well, the chairman referred in his ojpening state- 
ment to General Dynamics, which we had reviewed some years 
ago. 

Mr. Wyden. Are you comparing this to General Dynamics? 

Mr. SocoLAR. In terms of some of the kinds of things that are 
being charged, yes. 

Mr. Wyden. Now, this situation has gone on for quite some time, 
and yet, you all, with several auditors, began to unravel the situa- 
tion in a matter of months. 

Do you think there is any logical reason why it should have 
taken Stanford and the Navy so long to get at this when you all 
b€«an to unravel it in just a couple of months? 

Mr. SocoLAR. I think it was, for a long time, a situation that was 
totally unattended, that there really was not the kind of review 
and examination of the situation that would have led to trying to 
unravel it. 

Mr. Wyden. Mr. Chairman, I see the gavel, and I wanted to see if 
I could get some questions on our generic drug investigation up- 
stairs, and look forward to the next round. 

Mr. Dinoell. The Chair thanks the gentleman. 

The time of the gentleman has expired. 

The Chair now recognizes the distinguished gentleman from Min- 
nesota, Mr. Sikorski? 
Mr. Sikorski. Thank you, Mr. Chairman. 

Let me commend GAO and all the work, the many hours put in, 
and for yom assistance and fine work, which is a ritual around 
here, thanking GAO for its efforts. 

Going back to where the gentleman from Oregon left off, after 
looking at this situation at Stanford, do you believe that once Stan- 
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ford realized the Government was not» in effect, minding the store 
that they took advantage of the situation? 

Mr. SocoLAR. I think it is fair to state that Stanford did take ad* 
vantage of the situation. 

Mr. SiKORSKi. The policy became one of ''catch us if you can?" 

Mr. SocoLAR. I can understand that characterization, too, yes. 

Mr. SiKORSKi. I raised earlier the issue of this term ''aggressive 
billing policy." It struck me as just wrong. One other term that— 
the gentleman from New York mentioned the "subsistence cost" 
issue. 

Nine years ago, I was in charge of the welfare budget in the 
State of Minnesota, legislatively, and we had to cut about 10 per- 
cent of it, atnd since then, I have been here looking at cuts in 
safety-net programs and the rest of it, and I understand what "sub- 
sistence hunting" is for native Americans and Alaskan natives, 
and I understand what subsistence is for welfare recipients. 

Can you explain to me, when we talk subsistence here for Stan- 
ford University, what we are talking about in that category of 
costs? 

Ms. Eng. These would be the costs for food, catering for particu- 
lar events on campus, alcoholic beverages, any types of food type 
items. 

Mr. SiKORSKi. So when caviar is served or edible art is paid for 
catering a football lunch, that goes into this subsistence costs? 
Ms. Eng. It is supposed to; that's correct. 

Mr. SiKORSKi. Now, if it goes into subsistence— and it doesn't 
always end up in there; is that correct, Ms. Eng? 
Ms. Eng. That's correct. 

Mr. SiKORSKi. It ends up in other costs that are paid by the tax- 
payers; is that correct? 
Ms. Eng. That's correct. 

Mr. SiKORSKi. Now, if it goes into a subsistence cost category, 
what happens to it? 

Ms. Eng. When it goes into subsistence, Stanford has an MOU 
with ONR that allows them, rather than tracking specific transac- 
tions, specific subsistence transactions as to the allowabilitv or un- 
allowability, they have an MOU that allows them just to deduct a 
straight 20 percent off the top of all subsistence, both allowable 
and unallowable, which is meant to represent the unallowable por- 
tion for the .university as a whole. 

Mr. SiKORSKi. So, $10,000 for wine and edibles and food and that 
stuff, 20 percent off the top is disallowed? 

Ms. Eng. Correct. 

Mr. SiKORSKi. $8,000 is put in for payment. As I understand it, of 
that $8,000 is it 25 percent under that MOU? 

Ms. Eng. In the General and Administrative Ck)st Pool; that's 
about correct. 

Mr. SiKORSKi. We don't pay for the appetizer, but we pay for the 
main course and dessert and the drinks with the 80 percent? 

Ms. Eng. That's true, but you have to keep in mind that it's 
taken off all of the subsistence. 

Mr. SiKORSKi. Now, this 20 percent is derived— how did that 
number get there? 
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Ms. Eng. Apparently, Stanford and the ONR, at the beginning of 
the MOU which was signed in 1979, went through some analyses to 
determine that roughly, over an historical period, about 20 percent 
of their total subsistence had to be deducted. 

Mr. SiKORSKi. So they came up with a study that showed that. 
Now, have you asked for that study? 

Ms. Eng. No, we did not pursue that particular one. 

Mr. SiKORSKi. As I understand it, it's been lost and yet we contin- 
ue to go along with that approach. 

Mr. SiKORSKi. In this subsistence funding, you have a host of 
things going through here—wine and all kinds of food and the rest 
of it. How does that get called subsistence? 

Ms. Eng. The individual departments who are recording these 
accounting transactions are supposed to code those to a subsistence 
general ledger account. 

Mr. SiKORSKi. Now, is that a term that's derived from Navy or 
from defense contracting? 

Ms. Eng. It is a specific account in Stanford's chart of accounts. 

Mr. SiKORSKi. In Stanford's terminology? 

Ms. Eng. Ck>rrect. 

Mr. SiKORSKi. Now, tell me how the 0MB circular treats enter- 
tainment expenses? 

Ms. Eng. They are unallowable. But all of a sudden we have en- 
tertainment expenses being called subsistence expenses and after 
20 percent are disallowed, 80 percent are allowable or allocable? 

Ms. Eng. They are allocated to research through the G&A pool. 

Mr. SiKORSKi. Do you see why I'm confused? 

Ms. Eng. I '^o. 

Mr. SiKORSKi. Thank you. Thank you, Mr. Chairman. 

Mr. DiNGELL. The Chair thanks the gentleman. Let me ask you 
about these Memorandums of Understanding. Did vou look at these 
Memorandums of Understanding? They have — what is it, 125 at 
Stanford? 

Mr. SocoLAR. They have 90 active ones. 

Mr. DiNGELL. Ninety active ones? How many do they have at the 
other colleges and universities in the United States? 

Mr. SocoLAR. I don't know the answer to that question, offhand, 
but I think that the next highest number is 8. 

Mr. DiNGELL. Where is that? 

Mr. SocoLAR. Tm sorry, it's 13 at Cal Tech. 

Mr. DiNGELL. Then? 

Mr. SocoLAR. Seven at MIT. 

Mr. DiNGELL. That's 15 at two universities and 90 active here 
and there have been 125 here. How many of these MOU's were re- 
viewed by the auditing agencies or the granting agencies before 
they were signed? 

Mr. SocoLAR. As far as I know, none of them were really re- 
viewed and subjected to legal analysis. 

Mr. DiNGELL. Do you find any evidence of any legal analysis hb . w 
with regard to the MOU's? 

Mr. SocoLAR. No. 

Mr. DiNGELL. Do you find any evidence of ?^gal analysis to 
MOU's at any of the other colleges and universities? 
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Mr. SocoLAR. We haven't looked at the other colleges at this 
point. 

Mr. DiNGELL. Would I be fair in inferring that Stanford has more 
MOU's than any other college or university in the country? 
Mr. SocoLAR. That's correct, yes. 

Mr. DiNQBLL. And more than all the rest of them put together? 
Mr. SocoLAR. Fm not sure of that. 

Mr. DiNGELL. Would you check that, please, for the record, to 
assist us? 
Mr. SocoLAR. Sure. 

Mr. DiNGELL. None of them, you say, were subject to legal analy- 
sis? 

Mr. SocoLAR. That's correct. 

Mr. DiNGELL. Had any of them been audited? 

Mr. SocoLAR. Not that I'm aware of. 

Mr. DiNGELL. Prior to the time that this committee began ex- 
pressing interest? 

Mr. SocoLAR. No. I think that audits are being undertaken now. 

Mr. DiNGELL. But only since the committee got interested in 
these matters? 

Mr. SocoLAR. That's correct. 

Mr. DiNGELL. Prior to that time, none? 

Mr. SocoLAR. That's correct. 

Mr. DiNGELL. These Memorandums of Understanding all alter or 
relax the treatment of payment by the Federal Government to the 
college or university in such a way as to make it more favorable to 
the college or universitv; is that correct? 

Mr. SocoLAR. Yes. The purpose of an MOU is really to depart 
from the basic guidelines in A-21. 

Mr. DiNGELL. These are basically to get around Government reg- 
ulations, particular the 0MB Circular on these matters? 

Mr. SocoLAR. Well, the Circular itself allows for them. 

Mr. DiNGELL. I know it, but it's to get around the specific lan- 
guage of the Circular? 

Mr. SocoLAR. Yes. 

Mr. DiNGELL. Ms. Eng, you had a comment you wanted to make; 
what was it, please? 

Ms. Eng. I was simply sayine that we hadn't looked at all the 
MOU's. I can't say unequivocally that they all depart from A-21. 

Mr. DiNGELL. Mr. Socolar, Ms. Eng, Mr. 01s, the committee is 
very appreciative. The Chair is going to ask; does the gentleman 
from Texas have additional questions? 

Mr. Bryant. Yes. 

Mr. DiNGELL. The gentleman is recognized. 

Mr. Bryant. I'm more troubled by the possibility of intentional 
misleading of the Government by Stanford than I am of the money 
involved here. That's why I continue to pursue questions along 
those lines. I would like it if we could find that it was all a big acci- 
dent. 

Would you characterize, Mr. Socolar, whether or not Stanford 
was cooperative with your inquiry and the inquiries of members of 
your staff? 

Mr. Socolar. As a general proposition, I would say they were co- 
operative. There were some periods in the course of our examina- 
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tion where there were delays and as I mentioned earlier, there is 
one document that has been denied to us. I have not examined the 
issue as to whether or not that denial is a justified denial. 

Mr. Bryant. Ms. Eng» when the Comptroller told you there was 
no yacht, and then ccune back and told you there was a yacht, did 
he tell you that he was sorry that he had made a mistake that, 
indeed, there was a yacht, or did he admit to you that he had 
known alongthat there was a yacht. 

Ms. Eng. They said it was a mistake. 

Mr. Bryant. So he told you that the didn't know that the yacht 
escisted? 

Ms. Eng. That's correct. 

Mr. Bryant. Thank you. 

Mr. Lrnt. One more question, Mr. Chairman. 

Mr. DiNGBLL. The time of the gentleman has expired. The gentle- 
man from New York, Mr. Lent. 

Mr. Lent. Mr. Chairman, I think in the interest of time and 
moving on to the next panel, I do have questions, but I think I can 
ask the questions to the ensuing panels just as easily. 

Mr. DiNGBLL. Very well. Mr. Socolar, Ms. Eng, Mr. 01s, the com- 
mittee is grateful to you for your assistance. The Chair advises we 
will be probably having additional Questions. We will probably 
direct them to you in writing and we thank you for your assistance 
to the committee. 

Mr. SocOLAR. Thank you, Mr. Chairman. 

Mr. DiNGBLL. The Chair announces that our next panel is a 
oanel composed of Mr. Fred J. Newton, Deputy Director, Defense 
Contract Audit Agency; Mr. Robert Lloyd, Regional Audit Manag- 
er, Defense Contract Audit Agency for the Western Region; Mr. 
Arlin Tueller, Deputy Regional Director, Western Region, Defense 
Contract Audit Agency. 

Mr. Newton, before we swear you in, we are going to wish you a 
happy birthday. 

Mr. Newton. Thank vou. 

Mr. DiNGBLL. The Chair will advise you that the rules of the 
committee do not permit us to sing "Happy Birthday.'' 
Mr. Newton. Thank you. 

Mr. DiNGELL. Gentlemen, the committee welcomes you. We 
thank you for your assistance to us. The Chair advises that copies 
of the rules of the subcommittee are there l^fore you to inform you 
of your rights and the limitations on the powers of the committee. 
The Chair advises that since this committee was set up by the 
great Speaker, Sam Ravburn, that the rules and practices have 
always required that all witnesses testify under oath. Gentlemen, 
do you or any of you object to testifying under oath today? 

[Chorus of no's.] 

Mr. DiNGBLL. Very well. The Chair advises that given this cir- 
cumstance, you are entitled to be advised by counsel as you appear 
here before the committee. Do any of you desire to be represented 
by counsel as you appear here? 

K horns of no's.] 
r. DiNGBLL. Very well, if you then have no ol>jr.?otion to testify- 
ing under oath, will you each please rise and raise ur right hand. 
[Witnesses sworn.] 
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Mr. DiNGELL. Gentlemen, you may each consider yourselves 
under oath. The Chair will recognize you for such statement as you 
choose to give. 

TESTIMONY OP FRED J. NEWTON, DEPUTY DIRECTOR, DEFENSE 
CONTRACT AUDIT AGENCY, ACCOMPANIE . Y ROBERT LLOYD, 
REGIONAL AUDIT MANAGER, WESTERN R . . ION, AND ARLIN R. 
TUELLER, DEPUTY REGIONAL DIRECTOR 

Mr. Newton. Mr. Chairman, I have a formal statement ^hich I 
would like to submit for the record. 

Mr. DiNGELL, Very well, without objection, it will be inserted in 
the record. Thi: Chair will recognize you, Mr. Newton for such 
statement as you choose to give. 

Mr. Tueller and Mr. Lloyd, do you have prepared statements you 
would like to give or are you here just to respond to questions? 

Mr. Tueller. No prepared statement. 

Mr. Lloyd. No prepared statement. 

Mr. DiNGELL. Very well. Then we will recognize you, Mr. 
Newton, for such comments as you choose to make and your pre- 
pared statement will be inserted in the record in full. You may pro- 
ceed. 

Mr. Newton. Thank you, Mr. Chairman and members of the sub- 
committee. 

The Office of Management and Budget published 0MB Circular 
A-21, which contains principles to be implemented by each Govern- 
ment agency in determining the costs of grants and contracts 
awarded to educational institutions for research and development 
or educational services. These principles have been implemented in 
the Federal Acquisition Regulations, v/hich hereafter I will refer to 
as FAR, subpart 31.3, which is incorporated, by reference, in each 
applicable Department of Defense contract and grant. 

DCAA auditors refer to the A-21 principles in audits at Stanford 
University. Tlie principles contained in 0MB Circular A-21 govern 
the allowability of both direct and indirect cotits and they are simi- 
lar in purpose to the principles for determining allowable costs ap- 
plicable to contracts awarded to commercial organizations con- 
tained in the FAR subpart 31.2. 

However, there are two important differences. First, the cost 
principles in 0MB Circular A-21 are not as comprehensive or spe- 
cific as those contained in the FAR. This allows for a much broader 
interpretation of the cost governed by the A-21 cost principles than 
is possible under the FAR cost principles. 

Second, the FAR cost principles incorporate statutory cost prohi- 
bitions. For example, the FAR includes specific cost restrictions set 
forth in Public Law 99-145, which is the fiscal year 1986 Defense 
Authorization Act. This public law made certain costs, including al- 
coholic beverages and the costs of tickets to shows and sporting 
events, expressly unallowable. These statutory restrictions are not 
incorporated into the 0MB Circular A-21. However, through inter- 
pretation, DCAA asserts that such costs may be reasonable classi- 
fied as entertainment which is expressly unallowable in OMB Cir- 
cular A-21. 
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Under provisions of both the FAR and 0MB Circular A-21, the 
Government contracting officers and organizations receiving grants 
for contracts, may execute a Memorandum of Understanding, the 
MOU, which we have been referring to here today. They can do 
this on the treatment of certain costs. 

Such memoranda reflect contractual interpretation and are ex- 
pected to help avoid subsequent disputes regarding the allowability 
of cost. However, the execution of an MOU is not a requirement. 
The absence of an MOU will not, in itself, affect the allowability of 
the cost. 

0MB Circular A-21 includes procedures for determining cost allo- 
cability. A cost is allocable to a particular cost objective, if there 
exists a causal beneficial relationship between the expense and the 
particular cost objective. Because indirect expenses are not identifi- 
able to a specific cost objective, they must be grouped together and 
allocated to the various mstitutional functions and projects. 

The overall objective of the indirect cost allocation process is to 
distribute the cost to the mcgor functions and projects of the uni- 
versity, in proportions consistent with the nature and extent of 
their use of the university's resources. 

To achieve this objective, it is often necessary to group like ex- 
penses together into cost pools and distribute them to the various 
functions and projects, using some equitable distribution base. 

To accomplish this in a manner that ensures the Government 
bears only its fair share of the cost, 0MB Circular A-21 establishes 
procedures to be used in ^ouping like expenses and specifies cost 
distribution methods which are appropriate for most circum- 
stances. 

The circular provides for the use of alternate distribution meth- 
ods, when the use of a different method results in a more equitable 
allocation of the cosr. I would like to emphasize here that the insti- 
tution is responsible for demonstrating that the use of any alter- 
nate distribution method results in an equitable allocation of the 
cost to the Government. 

The institution is required to make this demonstration through 
the use of cost analysis studies. The circular says, and I would like 
to quote: "The cost analysis studies must be appropriately docu- 
mented in sufficient detail for subsequent review by the Federal 
agency." They "must distribute the cost to the related objectives in 
accordance with the relative benefits derived," it "must be statisti- 
cally sound," it "must be performed sp*H:ifically at the institution 
at which the results are to be used, and" finally, "must be re- 
viewed and periodically updated by the institution for the Govern- 
ment, but not less frequently than every 2 years." 

If a cost analysis study is not performed, or if the study does not 
show that the alternate allocation results in an equitable distribu- 
tion of the cost, the distribution then must be made in accordance 
with methods specified in 0MB Circular A-21. 

As is the case concerning other matters affecting cost allowabil- 
ity, the Government and institutions often document their mutual 
understandings of the appropriate indirect cost allocation method 
to be used by executing an MOU. That condition exists in abun 
dance at Stanford University. There are about 125 MOU's between 
Stanford University and the Office of Naval Research, ONR. This 
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is about 10 times as many at other universities we audit. It should 
be noted that 12 of these MOU's affect over 80 percent of the indi- 
rect cost allocated to the Government. 

Focusing now on DCAA's audit involvement at Stanford Univer- 
sity. In executing our mission responsibilities, DCAA audits cost al- 
lowability, which includes allocability considerations. It is DCAA's 
policy to advise the cognizant contracting officer of any cost analy- 
sis study or MOU, which the auditor believes results in an inequi- 
table treatment or distribution of cost, or is otherwise not in the 
Government's best interest and to recommend revisions. 

When requested, this audit advice is provided to the contacting 
officer before the memoranda are executed. Otherwise, the advice 
is provided as observations are made during the routine course of 
audit performance. 

Stanford's indirect cost recovery practices for Federal research 
grants and contracts and its compliance with applicable Federal 
laws and regulations has been the subject of considerable scrutiny 
over the past several months. For example, DCAA's audit activity 
has usually been accomplished by 2 or 3 auditors from our Red- 
wood Branch Office in Sunnyvale, Calif. 

^e have temporarily placed 20 auditors at Stanford. This in- 
creased audit activity is due to aggressive action on audit recom- 
mendations by an ONR contracting official, Mr. Paul Biddle, and 
the attention being given to audit disclosures by various Govern- 
ment organizations, including your subcommittee. In other words, 
we are taking advantage of the opportunity to get corrective action 
on issues our auditors have been wrestling with for some time. 

A variety of complex events and circumstances have adversely 
affected audits at Stanford during the past 10 years. Most signifi- 
cant is the prolific use of Memoranda of Understanding affecting 
cost determination and Stanford's use of the alternate allocation 
procedures without satisfactory analytical support. 

By going through the chronology of years and related audits, I 
believe you will see the difficult situation faced by the DCAA audi- 
tors. 

Our audit of 1980 cost— this was before the significant MOU allo- 
cation procedures went into effect, resulted in questioned costs of 
about |l.2 million. ONR negotiated then a reduction of only 
$400,000. We were not provided details of the negotiation. 

On May 3, 1985, ONR entered into an agreement with Stanford 
to waive audits for 1981 and 1982, subject to the outcome of an 
audit of 1983, incurred costs. The agreement stipulates a- $400,000 
r':)wnward adjustment for those years 1981 and 1982. 

In a February 8, 1985 response to ONR's request for comments 
on the draft agreement, DCAA requested that Stanford be required 
to provide the basis of the $400,000 negotiated amount. The results 
were not provided. However, the final agreement includes a re- 
opener clause suggested by DCAA. By terms of the agreement, 
audits of 1981 and 1982 cannot begin though, unless 1983 is settled 
with a negotiated reduction in excess of $400,000. 

The audit of 1983 cost was initially concluded and reported on in 
April, 1987. Its completion was delayed primarily because of audit 
staffing shortages during the period of significant increases in De- 
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fense expenditures in the early 1980's. The staffing shortage was 
relieved beginning in Government fiscal year 1987. 

Negotiations of the report on 1983 claim costs were not conclud- 
ed before additional concerns were identified in audits of subse* 
quent years. The auditor issued a supplemental report in Septem- 
ber, 1990, where the total (questioned cost is about $5 million. 

Some examples of questioned amounts are: $318,000 incurred in 
support of the campus Student Union activity— this is expressly 
unallowable as a charge to the Government; $284,000 incurred by 
the School of Medicine as new faculty salaries and miscellaneous 
expenses chained inappropriately to the Government as operation 
maintenance. 

The audits of 1984, 19^5 and 1986 incurred costs were performed 
simultaneously and reports were issued in August, 1990. About $5 
million of cost claimed was questioned in each year. 

Some examples of (questioned amounts are: $525,000 incurred as 
computer system use m fundraising activities. This is expressly un- 
allowable as a charge to the Government; $249,000 of revenue was 
not applied as a credit to parking lot expenses which were charged 
to the Government. 

DCAA audits of Stanford's 1987 and 1988 incurred cost submis- 
sions are underway. These audits include comprehensive transac- 
tion testing of all sensitive accounts and analysis of all applicable 
MOU's. Ongoing audit testing indicates a large number of allocabi- 
lity and allowability issues as well as deficient financial and inter- 
nal controls. 

Three examples are representative of numerous allowability 
issues being disclosed in this audit. The audit has identified person- 
al laundering services in the university president's suteistence ac- 
count in the amount of $1,530. This is just one transaction. It is a 
recurring expense. Alcoholic beverages for various commencement 
activities in the amount of $1,754— this too is just one transaction. 
It is a recurring expense. Expenses for a Lake Tahoe retreat for 
the University Board of Trustees in the amount of $45,000— in the 
case of the Lake Tahoe retreat, Stanford has denied access to the 
supporting documentation. Access would be useful to us in identify- 
ing other related unallowable costs. We are continuing to pursue 
access to this information. 

Stanford has not submitted its claims for incurred costs for 1989 
and 1990. Federal Acquisition Regulation 52.216-7 applies to Stan- 
ford and requires that certified cost claims be submitted within 90 
days after the close of the institution's fiscal year. Stanford's fiscal 
year closes August 31. Therefore, the 1989 and 1990 submissions 
are 15 and 3 months delin(3uent, respectively. 

Virtually all of Stanford s indirect costs are distributed based on 
alternative procedures set forth in Memoranda of Understanding. 
Until recently, DCAA has typicallv not been requested to review 
the cost analysis studies and MOU s prior to their execution. How- 
ever, when sub6e(]uently reviewed in conjunction with incurred 
costs and other audits, cost analyses have often shown that the al- 
ternative methods generate inequitable distributions of cost and 
therefore are not in the Government's best interest. 

Further, the March 8, 1991 audit report on Stanford's proposed 
1991 forward pricing rates recommends a 52 percent billing rate for 
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the recovery of indirect expenses compared to Stanford's proposed 
rate of 76 percent. The report takes exception to the inequitable 
cost allocations in the area of library, department administration^ 
student services^ and utilities as well as expressly unallowable and 
misclassified costs. The report states that Stanford has not per- 
formed cost analysis studies required by 0MB circular identi- 
fies mayor unsettled issues in existing MOU's and recommends that 
the MOU's be amended to correct inequities. 

Given the numerous times DCAA has taken exception to the 
Stanford MOU's we recommended on February 19, 1991 that all 
MOU's be cancelled. DCAA has consistently stated in reports and 
other correspondence that Stanford has not fulfilled its obligation 
to support alternative cost allocation methods. It is not the audi- 
tor's responsibility to justify Stamford's cost allocations and MOU's. 
The auditor is responsible for evaluating cost study analyses sub- 
mitted by the university supporting the alternative cost allocation 
methods. DCAA auditors conclude that Stanford is not in compli- 
ance with the requirements of A-21 regarding cost study analyses. 

The magnitude of the problem of Stanford varies from year to 
year and in some cases are not quantifiable. As I mentioned previ- 
ously, the most recent year for which audits are completed resulted 
in cost questions of about $5 million in each year. We have heard 
of a Government estimate of $200 million of overcharges in the last 
decade but that is not a DCAA estimate. 

The impact is significant though, whatever the amount. It is sig- 
nificant because of the enormous consumption of Government re* 
sources in excess of what would be required if Stanford University 
would install systems and controls to assure that its billings to the 
Government conform with applicable regulations. 

Stanford has acknowledged the existence of shortcomings in its 
accounting system. An independent consulting organization has 
been retained by Stanford to assist the efforts to correct the ac- 
counting and internal control deficiencies. I view this as a positive 
step. That's the good news. 

The bad news is that on-site auditors report that Stanford Uni- 
versity representatives have not been cooperative in the audit proc- 
ess. The university requires substantial and time-consuming justifi- 
cation before responding to requests for data. 

For example, on February ^7, 1991, DCAA auditors asked Stan- 
ford Operation and Management Department personnel for the his- 
torical utility meter-reading usage records. The information is 
needed for a routine test of utility cost allocations. Access to the 
record was denied, purportedly pending a review by the Stanford 
Comptroller's office staff. I have no idea what they would do with 
it. 

We have instructed our General Counsel to consult with the on- 
site auditors on the access issues. This will include assuring that 
access requests include only data required for audits. That is cur- 
rently beine done. Stanford has written to the DCAA Audit Manag- 
er on March 7, 1991 indicating interest in meeting to work out mu- 
tually satisfactory procedures for reouesting and providing infor- 
mation needed in the audit process. We are nopeful that that meet- 
ing will be effective in having Stanford remove barriers to coopera- 
tion and efficient audits. 
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Turning to the actions being taken by DCAA at other education- 
al institutions, as a direct result of issues raised at Stanford Uni- 
versity a comprehensive university audit risk assessment was per- 
formed at all educational institutions where DCAA has audit re- 
sponsibility. This request was initiated in October 1990 and covered 
40 colleges and universities. 

The results did not disclose any other university with the magni- 
tude of significant high risk situations as exist at Stanford. In fact, 
there are some migor universities exerting special effort to assure 
proper practice. 

However, there were several situations identified which require 
audit follow-up. DCAA headquarters is closely monitoring these ef- 
forts. Follow-up action by DCAA offices are resulting in disclosure 
of some questionable practices at the other institutions. 

For example, as a result of que::tions raised by DCAA during the 
1987 and 1988 incurred cost audits, one university recently with- 
drew over $500,000 of claimed expenses from three selected ac- 
counts for the years 1987 through 1990. 

In conclusion, significant concern has been voiced by auditors re- 
garding the lack of specificity and ambiguous wording in the 0MB 
circular A-21. DCAA performed an analysis with extensive field 
input. Our analysis has recently been forwarded to DOD manage- 
ment officials for their continuing coordination with 0MB. 

Mr. Chairman and members of the subcommittee, this concludes 
my remarks. My colleagues and I would be glad to try to answer 
any questions. 

[Testimony resumes on p. 86.] 

[The prepared testimony of Mr. Newton follows:] 
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statMnt of 
ft«d J. Nwton 
D^vty Dlzvctor 
Def«M Obi > U act Audit Agancy 

Good mnnino f^* Chalxmon and nmtars of thi sutecmnlttM. As y]u hm 
x«qua«t6d, X will dMcrlta octivltias of tiM DsfoRM Osntnct Audit Agency 
(KAA) in auditing costs billsd ty Stanftiord Uhiversity to fedtaral grants and 
contracts. Aoooqperorlng ns to sssist in rsspcnding to any (^lastions you may 
have az« two avdor managars from DCAA's W o stam Regional Office, Which has 
ooyd2»noe of audits at Stanftand IWvsrsity. Itisy are fftc. Arlin Tualler, 
Deputy Regional Director, a«J Mr. Robert Uoyd, the Regional Audit Manager 
reeporaible tar oversi^ of the DCAA field office Oiic^ performs audits at 
Stanford. 

TO begin, I vd.ll give a brief overview of the gcverrment ajidit role at 
.)ducaUcnal iraUtutiora, as establiahed by applicable orc droUars and 
i^agulaUcna, and describe tto procedures fbr daterminlng the allowability, 
allocability enS iwscnablanass of costs. Ihen Z will address DCM's audit 
activity at Stmford Uhivorsity. Also, I will idanUfy the actions being takan 
by DCAA at ottar iJMtitutioM to idenUfy areas of current sensiUvlty or riric. 

The Office of Management and Budget (CM), through the issuance of 
circulars, ocntxola interagency arrangemanta for the assignwnt of contract 
audit and negotiation cognizance at educational institutions, establishes 
prin^ples to be used in detexmining the costs of grants and contraota, and 
establishes audit requijwents for educaUonal institutions that receive 
federal awards. Ihree such circulars are of particular inportanoa: 
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era Circular A-88 wtablitfm DCM as thi oognlzant audit agency mS tha 
Departnwnt of Kavy as oo^ilMnt enUty for oo n tr a rt «»nlnistratlcn fdr a 
lurber of instituticns, Includiiig Stanford University, 

CM Circular oontains prlnciplas to ba iirplenwited ty each goveocrmnt 

agency in determining the ooeta of grants and o onU - acta Mu:dad to educational 
inatitutions for raeearch and davelcpnent or aducatlanal aarvicea. lhaoe 
priiiciplaa have been inplementad in tha Federal Aoquiaition Regulaticra (¥M() 
subpart 31.3, vMch la i n corporated by referenoa in each applicable D^)arb!ant 
of Defense contr a ct and grant. 

GMB CiraUar A-133 eetablia^kes audit requlzemnts and definea federal 
responsibilities fdr iirpionenting and ncnitorlxig auch rsquironants far 
aAjcatlcnal institutions and other nonprofit imtitutlo™ reoalvlng federal 
awards. 

Again, OS droilar A-n establiahas prlnciplas for datarmlnlj^ costs 
applicable to grants, oontracta, and other a i^ e BiwiiLM with educational 
ij^sUtuUcns. These ag r eeme n ts are referred to as apcic ui a d agrementa. Tha 
principles deal with Mm subject of coat detasmijnatlGn mi allowability. They 
provide fear the federal gc van ffle nt to bear its fair ahare of total oasts, 
determined in aooordenoe with generally accepted eocouiting prirxrlplee, except 
v*«rs restricted or prohibited by law. -me successful eppllcaticn of tha cost 
aooountijig principles requires tha development of a mutual ureterstarrflng 
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tetvmn rBpraMntatlw of eciicatlmal Institutlona and tha f adaral goveimont 
as to their woogm, inplmntation, «d IntaxpntatiGn. 

Cb6t8 associated with grants, oontracca, and other S |xy>gared atj uw ii w ij' s can 
te categorized as eithar direct costs or indirect costs. Direct coets are 
those costs that can be identified specifically with a perticular spcraored 
project, an instructicnal activity, or any other instltuticnal activity; or 
can be directly assi^ied to such ectlvities wilii relative ease and 
accuracy. 

By contrast, Indirect costs are those that are Incurred for oonncn or joint 
objectivee and cannot practically be identified with a specific sporaored 
pfft>Ject, instructional activity, or other Institutional activity. The costs 
that have been ^ subject of your subocnnlttee's recent inquiries are indirect 
costs* At educational instituticns, such costs are noonnally classified into 
cost categories such as depreciation and use allowenoes, general adkninistraticn 
and general expenses, sponsored projects aAnlnistration experaes, operation and 
maintenance expenses, library expenses, departmental edninlstration expenses, 
and student administration and services. 

The principles contained in CM Circular A-21 governing the allowability of 
both direct and indirect costs are similar in purxxiee to tte principles for 
detezndning allowable costs applicable to c ontra c ts awarded to comnercial 
oxganizatlcns contained in the FAP subpart 31.2. However, tt^re are two 
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l i rportant dlffcranoM. Firvt, Mm cost prindplas in om CUtulsr A-21 ax« net 
es ocRpcvhonalv* or apodflc as thoM ocntalxisd In th« FM. *!t>i£ allOM for a 
nuch faroader intarporatation of tha oosta gc^wned by tha A-21 oost princlpXas 
than is possible inter tha FAR oost prtnci^aa. 

Seoondly, the FAR oost principlas In o orp o r a ta statutory oost prohibitionB. 
Fbr exaqpla, tlia FAR Includas spacific oost rastrictions sat forth in Public 
Law 99-145, the FY 1986 Dafansa Authorization Act. This public law mada 
oartaln costs, including alcoholic bevaragas and tta costs of ticksts to flhowe 
and spor t ing evmta, aocprasaly mallowabla. lhaea statutory raatrlctiona ara 
not inoorporated into ttm CMB Circular A-21. 

tJbdar provisions of both ths FAR and cm Circular A-21, tha guvm iiriBi x t 
contracting offiosrs and organizations raoaivlng grants or o ontiaota may 
axacuta a racnior a nAjp of undarstandlng (MDU) on tha traatmant of oartain costs. 
Such nanoranda raflsct co n tr a ct u al intarpratation and ara exp a cta d to halp 
ovoid aquent disputas regarding tha allcw^lity of costs. Howsver, ths 
exaouticn of an MQU is not a ratjuireniant. The a b s c noa of a MDU will not, in 
itself, affect tha allowability of tha oost. 

C>6 Ciroular A-21 IncludBS procedures for datazmining cost alloci^lity. A 
cost is alloc^la to a particular cost bbjactivs (i.e., a specific functiai, 
project, spone9Qa:sd agreanent, deparbnent, or ths lika) if thara exists a 
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causal/berofldal rslatlontfilp b»t%mn tte aa^mM ind th^ parUoiXax cost 
dbJoctlv«. For mxmpim, a oo«t is allocable to a wparactrea a tfr p w w tt If It is 
IncuzTBd solely to advme the %«k under the agreonent; It benefits both Ite 
sponsored agpreamont arvS othar of tha institution; or it Is neoessaxy to 
tha overall operation of the institution. 

Because InUract expenses are not identifiable to a specifio oost 
objective, tf^y nust be groined together and allocated to the various 
institutional furcticr» and projects. The cverall objective of the indirect 
oost allocaticn process is to distribute the costs to the major functions and 
projects of university in proportions consistent with tha nature and extent 
of their use of tfa laiiversity's resouroes. To echieve this objective, it is 
often r^oessary to group liJce expenses together into costs pools and distrllxita 
thm to the various fmctions and projects using sane equitable distribution 
base. To aoocnpllsh this in a man^ that insures that the govemnant bears 
only its fair share of the costs, C>B Circular A-21 establiehas procedures to 
be used in grouping liJce expenses and specifies oost distribution maifiods v^ch 
are appropriate for nest circunstanoee. 

Tte Circular provides for the use of alternate distrlbuticn rnettcds whei\ 
the use of a different method results in a more equitable allocation of the 
costs. "me institution is responsible for dercnetrating that the use of any 
alternative distrlbuticn n»ttod results in an equitable allocation of ti« oosts 
to tJie govenront. The institution is required to make this dancnsUatlon 
through tt« use of cost analysis studies. Ttie Circular says that: 



5 



• F 




76 



- tte 009t8 analvsis studlM must te appropriately docunontad In 
ttifflcltnt detail to aubeaquant ravlaw Iv the oo^ilzvit fadarml 
agency, 

- nust distrlbuta the cnata to the related objectivee In aooardaKse 
with the relative benefits derived, 

- nust be statistically aomd, 

- nwst be performed specifically at the institution at which the 
results are to be used, and 

- must be reviewed and periodically v^dated by the institution fbr t*» 
TTverrmnt; but not leas f r eque nt ly than every two years. 



If a oo8t analyais study ia not perfozmed, or if the stu^y dbes rot ^xm 
the alternate allocation results In an equitable distribution of the ooeta the 
distrilxitlcn nust be made in aooordanoe with methods specified in CM Cixrrular 
A-21. 

As ia tha caae oonoeming ottwr mettera affecting ooate allowability, the 
gowemmant and Instltutiona often docunant their mutual urxSerstandlng of the 
appcroisriate Indirect cost allocation msttnS to be used by executii^ an MOU. 
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Thftt ocnditian mdMtm «t Stinfcard UUwmlty. mm «r« tfxut 125 MCUa b>bw<n 
Stanfoond Uhiwalty and tt» Offloa of Naval RMarch (CM). It ihould be noted 
that 12 of these MCUs affect over 60 pcrovKt of the lixUrect oosta allocated to 

the 90v*^mnQnt« 

In executing our nlsalcn reeporeibllltiea, DCM audits ooert alloiAblllty, 
^Gh includes alloeablllty oaraidarationi. It ia DGM*a policy to advlae tte 
ooyii z ant coitractlng officer of ary coat analysis study or MDU which the 
auditor believes results in an inequitable treatmnt or diatrlbuticn of costs, 
or is othenirise not in the govemnent'e beet i n t e re et , and to r eo ciw er d 
rwialcns. Vl^i ^ec^la0ted, thia audit advloe is presided to the OGntxacting 
officer before the menoranda are executed. Otherwise, the advloe is provided 
as observations are made daring the routine course of audit perforrnanoe. 

Fbcusing now cn DCM'e audit Involvment at Stanford Uhiveraity: 

OMb dzcular A-88 establiate DOA aa the cognizant audit agonuy, and the 
Office of Naval Reeearch (ONR) as the cogp:iizant oc nti acti ng entity fdr the 
aArdnistratlcn of Federal grants and oj i iUauts at Stanford Uhivarsity. 

Stanford's indirect cost reoovery prectioee for fedaral reeearch grants and 
co n tr a c ts and its ccnplianoe with applicable federal laws and regulatlone has 
been the subject of conaidar^e ncxutiny over the pest several war^. Vac 
exnnple, nOA's audit activity has usually been aoccnpliahed by 2 or 3 auditoora 
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' fzm our RBchcodl Branch Offio* in Sumyval«, California. Wa have tanfxsrarily 
plaoad 20 euditon at Stanford. this incraaaed audit activity la dua to 
aggrwaivv action on audit raocDnendaticna an ONR oontractlng official^ 
f^, Paul Biddla, and tha attantion being given to audit diacloeuree by varioua 
goverranant arganisationa, including your subocmnlttaa. In other vorda, wa are 
takii^ advwitage of tha opporbmity to gat corrective ac±icn ai issues our 
auditors have been wrastling witti for soma f-'ma. 



A variety of ocnplex events and circumctanoee have adversely affected 
audits at Stanford during tha past 10 years. Most aignif leant is tha prolific 
uso of trenorwria of unlarstandlng affecting cost determination and Stanford's 
use of alternative allocation pzocedurae without satisfactory analytical 
support* By going throug|h the chronology of yaars and related audits, I 
believe you will eaa the difficult situation faced by the DCAA auditors. 

On 3 May 1985, GKR antezed into an agreement with Stanford to waive audits 
for 1981 and 1982, subject to the outooro of an audit of 1983 incurred costs. 
Ihe agreennnt stipulates a $400,000 downMard adjustment for 1981 and 1982. In 
an 8 February 1985 reepcnee to ONR*a raqueet for cocments on the draft 
agreennnt, DOA rec2uaated that Stanford be required to provide the basis of the 
$400,000 r«gotlatad amount. The results ware not provldad. However, the final 
a g r eana n t includas a raopener clause suggested by DCAA. By terms of the 
agzeowit, audits of 1981 and 1982 camot begin unless 1983 is settled with a 
negotiated reduction in excess of $400,000. 
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The audit of 1983 oovta was csonciueSed and rapcarted <xi in JSprli 1987. Its 
oortplaticn was dalay«d prljnarlly bacauM of audit staf fia^ atertagas durlr^ tha 
pariod of ais^iificant incraasas in dafenaa expmlltuzw in tha early 1980b. 
Tha staffing tfiortaga was ralievad baglmlng In govemwnt fiscal year 1987. 
Nagotiaticns of the report on 1983 dalmad ooets mm rot conciudad befbze 
addlticnal oonoera ware idanUfied In audits of subsaquant yean. Tha auditor 
issued a a^splemental raport In Saptante 1990, total quaetlcnad Is about 
$5 mil lien. Sera exanplas of queetiorad wcunta are: 

1. $318,000 incurred in stpport of tha cmvoa studmt i*ilcn activity. 
This is ttxpiBttsly unallowable as a chazge to tha go^-emnwrt. 

2. $284,000 InanTsd by the School of Madicina as new faculty salariae 
and miaoellanecxis expaneas, charged inappropriately to tha goverrmnt 
as operation maintenanoa. 

The audits of 1984, 1985, and 1986 incurred ooets were perfonnad 
slmltanaoiBly and reports were issued in August 1990, About $5 miUicn of 
costs claimed was C2uaeticned in each yaar. Scma exorples of questioned anounts 
are: 

1. $525,000 inoirred as o ci v jLbi - system use in furri raising activities. 
IMS is expressly unallowable as a charge to the govenront, 

2. $249,000 of revenue was not applied as a credit to partdng lot 
expenses charged to the govemtwnt. 

9 
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DCM audita of Stanfard*a 1987 and 1988 inourrsd oovt a;riania8lcns az« 
\jRtarvny. Tfmm audUta include ocnprehflralv* tztnuction tmtirg of all 
sansltivB acxx x gits and analysis of all appllcabla MCUa. Ongoing audit teotlx^ 
indicates a larga nuntber of allocability and alloM^lity issuae anS daficiant 
financial and Internal ccntrola. Itaee axanplee ara xBpraecntative of nunaxoua 
Allowability issuae being diacloeed: 

1. TtB audit has identified perscnal laundaring sexvioea in ttm 
UhivBTsity President's subsistence aocount in the anctnt of $1,530; 

2. Alooholic beverages fcr varioue ocmnencenient activities in tte Bnomt 
of $1,754; and 

3. Expenaee for a Lake Tahoe retreat for the University Boezd of Trustees 
in the amount of $45,000. In the case of the Lake Tahoe retreat, 
Stanford has denied aoc e e s to the e uwuiL ing dooumantatlGn. Aooess 
would be useful in identifying other related trallowable costs. Via 
are ocntiruing to pursue aooeae to this infomaticn. 

The abcve o xp o nee o do not appear to benefit govemnant apcneo re d reeeard^. 
These audits ara expect e d to be oonpleted in Septortoer 1991. 



10 



81 

Stantad h9j not autsnltted it* elalM tot ^mimd oo«ts for 1989 
19"*^. FMnral Ao^ilsltlon RagulatlGn 52.216-7 a^im to «aucsctieml 
liwtitutlons and raqulxw that o«rbifl«S oovt caaln wbiittid nithlA 
90 days after ttm doae o£ tha liwtltutlon'a fiscal ywr. St*tfdrt'a fiscal 
S^MT dosas 31 August. TtiMnefars, tha 1989 mS 1990 mtadssloM an IS snS 3 
months dallnquant, rospsctivsly. 

Virtually all of Stanfoord's indirect costs axs distributed bassd « 
altsrnaUvs ponoosduras sst forth in nmora^ of intestmSli^. UhtU 
recantly, rc^A has typically not bean raqusstsd to xwiew tte cost malytls 
studies and WXJa prior to their exscution. Howsvar, whan subsequently zsvlewed 
in oarxji«tian with inaared costs and other audits, cost ttialyses have often 
ahowi that the altsmaUva mthode generate inequitable distributicr« of costs 
and, therefore, are not in ttm govamtnant's best i nte ras t , 

DCAA has ooTiiuiicatad its oonoam atout MXJb to on-slts C3MR officials in 
the 1983 through 1986 incurred ooet audit reports. Also, In a 28 Septarter 
1990 audit raport on the rsvlsw of Stanfbrd's library studies, the auditor 
advised that the cost allocations are inaquitable- 
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FVzrthKT, th» 8 HBQTch 1991 audit xwpatt cn Stanford's porapoMd 1991 tawzd 
prlcino rata r soc awidt a 52 parant tailling rata for Ite raoovaiy of inSlzact 
axp(«noa& conparad to Stanfted*s prqpoaad rata of 76 paroant. Htm raport ttf«aa 
amoeptiGn tc^ Inaquitabla ooat allooatlora in tha aiaaa of llbnry, (k parti M nt 
adainlfftration, studant Mrvioaa and utiUtiaa, aa mil aa iiiijii aaalu 
wallcwabla and mlaclaaaiflad ooata. lha raport atataa that Stmtad haa rot 
p arf cttwa d cx:at analysis atudiaa raquind by 06 Ctrcular A-21, Idintiflaa mjat 
unsettled issues in existing MGUa, and ^'a uu iiia nJ a that tha MOUa be oamM to 
coryac t inaquitiea. 

Givan the runeanous tines DCM has ttfcen exoepticn to tha Stanfbrd KXte, wa 
re oau T ud ed on 19 FabEuary 1991 that all MOUa be cancallad. DCM has 
oonsiatantly stated in reporbs and o th er rni leeiriiTaiia that Stanfted haa mt 
fulfilled its obligation to eipport altamativa coat allocation mthoda. It la 
iiot tha auditor*e reeponsibility to Justify Stanford's ooat allocatiora and 
MQUa. Tha auditcar ia raeponsible far evaluating ooat atud^ analyses suhnittad 

tha iBiivarsity supporting tha altamativa ooat allocation iwtho^. DCM 
auditors ocnclude that Stanfbrd is net In ocrtplianoe with tha xequiranents of 
oe Circular A-21 regarding cost study analysae. 

lha magnitude of tha pxobleraB at Stanford variea from year-to-year an3 in 
scro caaea are not quantifi^a. Aa Z manticrad prevlomly, ^ neat raotfit 
years for which audits are oonpleta resulted in costs czuestionad of rtxsut $5 
million in each year. Vte have heard of a government estimate of $200 million 
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« 

Of overchK9w In ttm li«t deoada, but that i« not • DOA wtints. W» Ispact 
Is significant, whatavar tha anoint. Xt la algnlfioant bacauM of tha anocnwi 
oonojiptlon of gcvairmnt raaouroaa In axoaaa of Ov&t loild ba z«|ulzad If 
Stanfbi:d Uiivaralty would Install aystam and ocntzols to aaaura that Ita 
billings to tha go var npaiYt oonfora tdth applloabla ragulation:.. 

Stanfcsd haa sdnMladgad tha axlstenoe of itart o ominca In Its aooountli^ 
systam. An Indapa n dt n t OGnsultlng organisation has baan ratalrad by Stanfdcd 
to aaalst tha afforta to corrac t aoooutting and Intsmal oontxol dafldaKlaa. 
I view thla as a posltlw atap. 

The on-slta audltoora rtport that Stanford Uilvsralty r ep r^Scn tatlvas havs 
not baan oooparativa In tha audit pcxxwss. lha mLvsrslty raquixaa sitetmtlal 
and tlma oonsuning Justlflcatlcn bafon laepondli^ to requists fdr data. Fbr 
axampla, on 27 Fabocuary 1991, DCM auUton atfcad Stanford Opsratlon mS 
Managanwnt Deparbnent paraomal for tiW historical utility nvtsr xMdlng uaaga 
^aoocd. Tha infiarmtlon la naadad fdr a zoutim tast of utility oost 
Allocations. Aooaas to tha xaootd was denied, p ur por t edly pendli^ a review by 
tha Stanford oantxollar*^ office staff. 

We hava instruotad our Oensral Oounaal to oonRilt with tha on-aita auditors 
on tha ann asa I ss ue s . That is ourrmtly being dons. Stonfbcd haa wrlttvi to 
tha DCM audit manager cn 7 March 1991 Indicating Intarsst in naatli^ to wock 
out nutually satisfactory prooaciiraa for requesting and providing infbcmtlcn 
needed In the audit process. 

13 
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X Muia nan liki to diaouM th» ttctlcm teing talvn by «t otte 
•AiOBtional IntltutlM mSar our audit oogrdzatom to idwtify risk ama «d 
ott^ cuzrent MnoitlvltiM. 

As a dlx^ct xwult of Issues ralssd at Stanfoerd UrUvarslty, a ocnyia h erelv^ 
vnltwLty aucSlt riak aaouaa nsnt was t m ' f cgmad at all aducaticnal Institutions 
vtora DCM has audit xaeporaibility. Ihis requast was IniUatad in October 
1990 and oovarad forty oolXegas and iffiiwsitias. 

TiA aesasanent Included gattelng infonnation on tha Institutioi'a 
basic cigwtlzaticnal stxuctura; idantifying all SKtemal, Internal, atats and 
local, «S other Federal auditoxs who moy be providing audit ovarsight; and 
identifying »d ninfmnlnj the risk essociatad with ell axisting KXIe or other 
edvanoa agreanentSi 

Iha ride essesarento wexa ocnpletad in Daoentar 1990 and were fumi^wd to 
the Office of Nsval Reaaarch Haad:iuarters, GK), and DCM Hegicnal Offioea. 

The xaaults did not disclose any other urUvaraity witti the ma^tude of 
significant hi^ rlA aituations as exist at Stanford. Howvar, thera were 
sevaral situations identified require audit fbllow uqp. DCM Headciuartara 

is closely ttcnitoring thbsa efforts. Fbllow uqp actions by DCW offioae ara 
issulting in disclosure of some questionabla practices at ot^iatr institutions. 
Fbr ajcwpla, as a result of questions raised by KM Airing the 1987 and i988 
incunad xst audits, one uiivarsity recently withdrew owar $500,000 of clUmed 
ttcpcnea s from threa selected accounts for the years 1987 throuc^ 1990. 

14 
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Significant ocnoezn has baon voioad toy f iald •uditcxra rtgardliig tto lack of 
apacificity and antoiguous wonUrg in lha (M droular A-21. DCM parfoBcmad m 
analysis with axtansiva field ixvuc* Our analysis has raoently boan tewardsd 
to DoD management officials fbr thair ocntlnulng coconUnation with M. 

Our Gwall concluaion is that tha circular ^vuld bs ravlsad in tha 
intcjwt of astabliahing tnifbcn raguiatocy guidance to tha raxinun «t«it 
possible betvmn ccmnarcial and nonocninercial entities. Differanoes betweg^ 
conmrcial and ncnocmnarcial cost pdndplm have led to ttw unfbrtuiate 
predicament of having cne sat of ocst principles for DoD o aitiacU ■rjUmul 
set for all grants and civilian ocntracta. ItUs inpMes an administrstive 
burden en gcmmtmtut contr a cting and auditing p s rsomel sid co nta ' ac tfrn r 
psracmal who are raspcraible far segregating allcwable/unallow^e costs of 
contracts versus grants within an entity which raceives multiple fsdtoal 
Bwarda* 

Mr. Chairman and nembsrs of the aubooRRdttse, this ocnclutes ny prspared 
remaxics. I will be glad to answer any question. 
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Mr. DiNGELL. Mr. Newton, the committee thanks you for a very 
helpful and very complete statement. 

The Chair will now recognize members for questions commencing 
with mv good friend from Greorgia» Mr. Rowland. 

Mr. rtowLAND. Thank you very much, Mr. Chairman. Thank you, 
Mr. Newton, for vour statement. 

Mr. Newton, the Defense Contract Audit Agency performs work 
at the request or the behest of various Defense Department repre- 
sentatives, registered representatives and so forth, is that not cor- 
rect? 

Mr. Newton. Yes, sir. 

Mr. Rowland. Well, during the 1980's was the DCAA ever called 
in by the Navy to review the charging practices at Stanford, the 
adequacy of their accounting svstem and internal controls or to 
perform any transaction testing? 

Mr. Newton. We did some auditing during the 198o's but not of 
the allocation procedures that are the subject of the memorandums 
of understanding. We were not asked to audit those. 

Mr. Rowland. Well, what about transaction testing? 

Mr. Newton. We have a responsibility, an ongoing responsibility 
to review vouchers but we did not have a specific request from the 
ONR to do such testing. 

Mr. Rowland. Well, in addition, the Navy signed upwards I un- 
derstand of about 125 MOU's with Stanford. Navy rules state that 
a formal audit is to be done prior to the signing of any of these 
MOU's. Of 125 or so with Stanford, how many DCAA audits prior 
to their implementation were done prior to this? 

Mr. Newton. None. 

Mr. Rowland. None? Well, is it fair to say for the large part that 
during the 1980's the Navy was negotiating with Stanford and ad- 
ministering contracts with Stanford effectively leaving its auditors 
on the sidelines? 

Mr. Newton. We believe that it would have been more appropri- 
ate for DCAA to have had an opportunity to comment on the pro- 
posed allocation procedures beforehand. 

Mr. Rowland. It's almost a requirement, isn't it, that 

Mr. Newton. Well, you have cited a Navy requirement that does 
not apply to bringing f)CAA independently. 

Mr. Rowland. I yield to the chairman. 

Mr. Dingell. What input did you have to the MOU's at DCAA? 

Mr. Newton. The input— I need to correct one point. There was 
one MOU that we were asked to audit in advance that I was not 
aware of 

The input that we have on them is nonexistent. We were not 
given a request to review an allocation justification presented by 
the contractor. 

Mr. Dingell. The one instance to which you alluded related to 
an environmental issue. It did not relate to a question of charging, 
did it? 

Mr. Newton. Yes, sir, it was an MOU related to that subject. So 
in response to the prior question as it related to MOU*s, there was 
one that was evaluated prior to implementing. 

Mr. Dingell. Did it relate to money? 

Mr. Newton. There were no funds involved. 
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Mr. DiNGELL. So you were never consulted on any MOU with 
regard to money, were you? 
Mr. Newton. That's correct. 

Mr. DiNGBLL. And there was never any question which was di- 
rected at any of the auditing agencies or any of the legal agencies 
with regard to opinions on these MOU's before they were negotiat- 
ed, was there? 

Mr. Newton. That's correct. 

Mr. DiNGELL. Just curious— why were you left on the sidelines? 

Mr. Newton. We wonder that ourselves, Mr. Chairman. 

Mr. DiNGELL. The gentleman from Georgia is wondering why you 
were left on the sidelines. I am wondering why you were left on the 
sidelines. I am trying to understand how you can have good audit- 
mg or good execution of MOU's or good results from these memo- 
randums of understanding without having the auditors or the legal 
people consulted. 

Mr. Newton. We have never received an explanation from 
anyone that would satisfy myself as to why the auditor was not in- 
cluded. The only thing one can do is speculate as to whether there 
was a degree of trust being given that was unwarranted. 

Mr. DiNGELL. Thank you, and the Chair thanks the gentleman 
for his kindness to me. 

Mr. Rowland. I thank the chairman. 

Mr. Newton, the DCAA has reviewed MOU's between Stanford 
and the Navy and has recommended their immediate termination. 
I believe you said this in your statement earlier. 

Mr. Newton. That is correct, sir. Yes. 

Mr. Rowland. Can you explain to us the basis for this recom- 
mendation and give us an estimate of how much DCAA believes 
these MOU's are costing the Government? 

Mr. Newton. To the extent of our ongoing review of the alter- 
nate allocation procedures that are prescribed in the MOU's, we 
have not identified any where the allocation does not result in 
greater cost being allocated to the Government. 

The criteria, as I read the Circular A-21— and let me qualify here 
that I am not a lawyer. I am an auditor, as opposed to a lawyer, 
but my reading of the criteria is that the alternative allocation pro- 
cedures are only to be pursued where there has been a cost study 
analysis which would indicate that there are inequiteble cost allo- 
cations resulting. 

It would appear to me that the criteria that has been applied, as 
to what is equity, is what would bring more cost to the Govern- 
ment for reimbursement to Stanford, enhancing the revenues of 
Stanford University. 

Mr. Rowland. Well, you mentioned a cost study analysis. Did 
Stanford have a cost study analysis that was reliable and accurate? 

Mr. Newton. No, sir. We have not seen it if they have one. We 
would very much like to see the cost study analyses that would 
support any of their use of alternative cost allocation procedures. 
That is why we think that all of the MOU's ought to be thrown 
out. 

There are prescribed allocation procedures within Circular A-21, 
which we commonly refer to as the default procedures. 
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They are generally considered acceptable as allocation approach- 
es within the university environment. If there is something wrong 
with one of them insofar as what the result would be at a partxcu* 
lar institution^ Circular A-21 gives the university an opportunity to 
come forward with a very well-justified and well-documented study 
which would prove that there are inequities. I would expect inequi- 
ties would go either way. 

Mr. Rowland. Well, let me ask you this» then. Do you believe 
these MOU's may be costing the Government upwards of $20 mil- 
lion a year? 

Mr. Newton. We have been able to— for 1 year, based on the 
projected costs for 1991. We have had an opportunity to look at 
what would be the difference between ?n allocation using the de- 
fault procedures of A-21— the procedures that are prescribed under 
the A-21— and we would, based on that analysis, in relation to 
what the contractor had proposed for fiscal year 1991, come up 
with a difference of about ?21 million that would be related to the 
Government's portion. 

Mr. RowLANi>. Well, your current forward pricing audit supports 
an overhead rate of 52 percent versus the 76 percent that Stanford 
proposed. Do you believe that this is a good indicator of Stanford 
overcharges? 

Mr. Newton. Yes, I do. 

Mr. Rowland. So, now we are talking about something in the 
neighborhood of $30 million then. 

Mr. Newton. For this year, the total that we have questioned 
there includes items of expressly unallowable costs, in addition to 
thrt MOU allocation items. It is about $28 million, close to $30 mil- 
lion in total. $21 million is the portion which I would say is reflec- 
tive of the inappropriate allocations as a result of their using the 
Memorandum or Understanding approaches. 

Mr. Rowland. Would this be about that much money taken out 
of the research pool, then? 

Mr. Newton. Yes, sir* 

Mr. Rowland. There is one other question that I would like to 
ask you at this point. Is Stanford typical of findings of DCAA 
around the country? 

Mr. Newton. In the university environment, it is not. It is not 
reflective of what we are finding in the other universities when we 
audit. 

Insofar as companies in general over the years, what we seem to 
be observing in tnis audit effort underway now is similar to those 
conditions, which I consider to be very abusive conditions, that 
were existing during the early 1980's. Some of the contractors have 
been mentioned here, at which there were great problems. 

Mr. RowiAND. General Dynamics? 

Mr. Newton. General Dynamics, I think, is a very good example 
of a company where there were significant problems but for which 
they have done a great deal to correct the systems that caused 
those problems. 

We nave seen a lot of corrective action taking place in American 
industry, positive efforts toward assuring that the costs being 
charged to the Government are more closely scrutinized. But, we 
are not seeing that at Stanford. 
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Mr. Rowland. Let me ask you this. Would you draw a parallel 
between Stanford and General Dynamics? 

Mr. Newton. I would draw a parallel between General Dynamics 
of the early 1980's and the other mcuor contractors who were abus- 
ing the Government contracts, yes, sir. 

Mr. Rowland. Is Stanford worse than General Dynamics today? 

Mr. Nbwton. There was more money at General Dynamics. So, I 
would have to say that it was worse. 

Mr. Rowland. Let me ask you one other question, then I will 
yield back, Mr. Chairman. 

How would you describe the potential for overbilling at Stan- 
ford—high, medium, or low risk? 

Mr. Newton. I would consider it a high risk, sir. 

Mr. Rowland. Thank you, Mr. Chairman. 

Mr. DiNGELL. The Chair thanks the gentleman. 

The Chair recognizes now the distinguished gentleman from New 
York, Mr. Lent. 

Mr. Lent. Thank you. 

Mr. Newton, I understand that, looking at page 4 of your testi- 
mony, the distinction you make between 0MB Circular A-21 and 
the Federal Acquisitions Regulations, or FAR, in that FAR in- 
cludes specific cost restrictions, for example, on alcohol, while A-21 
is more general. 

My first question is, do both A-21 and FAR apply at Stanford? 

Mr. Newton. The A-21 applies to Stanford by incorporation in 
the FAR. It is the provision of cost principles which apply specifi- 
cally to Stanford. 

Mr. Lent. OK. That means, for example, that alcohol is expressly 
unallowable. Is that correct? 

Mr. Newton. In my opinion, through application of interpreta- 
tion of the provisions of A-21, it is expressly unallowable. I have 
not seen instances where alcoholic beverages have been used in 
other than a social or entertainment environment. Stanford has 
not made any effort to come forward to support them as medicinal 
purposes or some other sort of allowable activity. 

Mr. Lent. Let me help you out. I am reading from a list provided 
hy the GAO of certain costs submitted by Stanford, and I would ask 
if you could please tell me whether, in your opinion, these are le- 
gitimate allowable costs; $1,050 to Beltranos for liquor at a wedding 
reception—would that be an allowable cost? 

Mr. Newton. No, sir, I do not believe it would be. 

Mr. Lent. Could there be any justification for it? 

Mr. Newton. I have never seen anything that would. 

Mr. Lent. Is $565 to K&L Wines and Liquors for cognac, wine, 
and champagne at the university lake house— could that be an al- 
lowable, legitimate cost? 

Mr. Newton. No, it would not. 

Mr. Lent. Is there any justification that you can think of for that 
expense? 

Mr. Newton, I cannot imagine any that could be brought for- 
ward for that. 

Mr. Lent. Turning to 0MB Circular A-21 again for just a 
moment, are commencement activities allowable costs? 
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Mr. Newton. Commencement activities are expressly unallow- 
able under A-21. 

Mr. Lent. So» that means that a bill to Marriott in the amount of 
$1 1^050 for catering, including 250 gallons of wine punch and 2,000 
slices of nut bread, would be expressly unallowable. Is that correct? 

Mr. Newton. Yes, sir. 

Mr. Lent. How do you think these expresslv unallowable items 
ended up in the cost pool? I mean, should not Stanford have known 
that these items were unallowable? 

Mr. Newton. I believe they end up in the cost pool by there 
being no significant effort that we can discern to establish a system 
for identifying and excluding expressly unallowable costs. 

Mr. Lent. So, you are saying that Stanford really had no system 
for weeding out unallowable costs. 

Mr. Newton. That is correct. 

Mr. Lent. Now, why would Stanford want to enter into so many 
MOU's, and why would ONR agree with Stanford's requests to do 
so? 

Mr. Newton. Since all of the MOU's which we have examined 
result in alternative allocation procedures which cost the Govern- 
ment more monev, increasing the revenues to Stanford University, 
I can onlv speculate here that the motivation is to increase reve- 
nues to Stanford University, to be able to recover more from the 
Government through the contracts and grants. 

That is my speculation about what they have done, but I do not 
know what their intentions were behind it. I do not see money 
going both ways. If I saw some going in favor of the Government, 
some going in favor of Stanford, then I would say there may be 
some merit to it. 

Mr. Lent. So that, so far as you can discern in examining the 
Stanford ONR MOU's, there was or is a specific monetary advan- 
tage that comes to the university from each MOU. 

Mr. Newton. Absolutely. 

Mr. Lent. In your testimony, you talk about a $400,000 down- 
ward adijustment for 1981 and 1982. How was this figure arrived 
at? 

Mr. Newton. We have asked the ONR and Stanford to give us a 
breakdown of what that amount would be, and we have not re- 
ceived a response to that request. 

Mr. Lent. Can vou tell us specifically who you asked, and how 
you might have followed upon tnis request? 

Mr. Newton. I will ask Mr. Lloyd here, since he is in the field 
doing the audits there. 

Mr. Lent. Mr. Lloyd, my question really is whether your Agency 
requested Stanford provide the basis of this figure, and whether 
those results were forthcoming. 

Have you followed up on this, what reason, if any, did Stanford 
give for not providing this information, and have there been any 
other occasions where information requested from Stanford has 
been withhalu? 

Mr. Lloyd. You are asking several questions. You first asked for 
the breakdown of the $400,000. The prior ACO at Stanford, when 
he negotiated that $400,000, we didn't get any answer on that. 
From that time on, we followed up in the last several years with 
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the then-present ONR ACO, and I don't think he had the informa- 
tion, although I think he asked his predecessor. 

As far as asking Stanford, we did ask someone in the controller's 
ofRce. I don t know the exact individual we asked, but I would have 
to assume it would be the controller or the assistant controller. 

Now the other Question you asked, did we have any trouble with 
asking for records? I'd say yes, we did. And I think we documented 
them hack 

Mr. Lent. I think I have just one more question. I know my time 
is running low. You testified that Stanford, or actually Mr. Newton 
testified that Stanford denied your Agency supporting documenta- 
tion for expenses for the Lake Tahoe retreat for the university 
board of trustees that amounted to $45,000. 

Can you tell us to whom you directed your inquiry, and what ex- 
actly was the response? 

Mr. Lloyd. We directed it to Ms. Fran Reed, who is part of the 
controller department, and she scud we could have the record of 
the meeting. Unfortunately they don't keep records of meetings. 

So then we asked for the agenda so we couM see if anything re- 
lated to organized research, and as yet, we haven't got that infor- 
mation. And that's been almost a month that we have been asking 
that. 

Mr. DiNOELL. Would the gentleman yield? 
Mr. Lent. I would be happy to yield. 

Mr. DiNGELL. I'm curious; how can they claim that this then is 
an item which is properly included in the overhead accounts, if 
they have no documentation? 

As I understand, there is a requirement that there be documen- 
tation that these kinds of events, if to be included in overhead ac- 
counts, must be accompanied by documentation to establish that 
they meet the criteria for such inclusions. Is that not so? 

Mr. Newton. We would certainly expect to have that kind of 
documentation. 

Mr. DiNOELL. Beg your pardon? 

Mr. Newton. We would certainly expect to have documentation 
that would support it before we would recommend acceptance of it. 
Mr. Dingell. Well, who was it that refused you this information? 
Mr. Newton. Her name is Fran Reed. 
Mr. Dingell. Who is Fran Reed? 

Mr. Lloyd. She is an assistant to the assistant controller. 
Mr. Dingell. And on what ground did Fran Reed refuse you this 
information? 

Mr. LiOYD. That it was the— it was the same thing with GAO, 
but I can't think of the exact words; that it was proprietary. 
Mr. Dingell. It was what? 
Mr. Lloyd. Proprietary. 

Mr. Dingell. If the gentleman would continue to yield here. 
Let's talk about this retreat. Am I fair in inferring that there 
was a charge in excess of $45,000 which was submitted? 
Mr. Ne>vton, Yes. 

Mr. Dingell. That included lodging for 126 people, totaling in 
excess of $38,000; is that right? 
Mr. Newton. Yes. 
Mr. Dingell. Is that correct? 
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Mr. Lloyd. Yes, that is correct. 

Mr. DiNOEix. And fountain charges covered approximately 
$1,500? Is that r^ht? 
Mr. Lloyd. That is correct, sir. 

Mr. DiNGELL. Social hour food, totaling in excess of $700? 
Mr. Lloyd. Correct, sir. 

Mr. Dingell. I gather that there were various water skiing and 
pontoon boat rides that were included; is that rieht? 

Mr. Lloyd. That is correct, sir, but they didn't charge for the 
skiing. 

Mr. Dingell. I beg your pardon? 

Mr. Lloyd. Thev didn't charge for the skiing. 

Mr. Dingell. They did not charge for skiing. 

Now there were 126 people. Are there 126 trustees? 

Mr. Lloyd. As far as my knowledge, no. 

Mr. Newton. No, there are not. 

Mr. Dingell. I understand there are 30? 

Mr. Lloyd. 35. 

Mr. Newton. It's in that range, is my understanding, too, sir. 
Mr. Dingell. And this information is proprietary? 
Mr. Lloyd. Yes, sir. 

Mr. Dingell. Did you ask who went on this trip? 

Mr. Lloyd. Yes, sir. 

Mr. Dingell. What did they tell you? 

Mr. Lloyd. We got a record of most of the people, sir. 

Mr. Dingell. You got what? 

Mr. Lloyd. We have a record of most of the people there, and we 
are checking them out now. 
Mr. Dingell. Well, what did you do to get that record? 
Mr. Lloyd. Pardon? 

Mr. Dingell. What did you do to get that record? 

Mr. Lloyd. Well, we got the voucher, and then we got the sup- 
port for the voucher. 

Mr. Dingell. Now you have said, Mr. Newton, in connection 
with your full statement that they were not forthcoming and coop- 
erative in presenting you with information and documents upon re- 
quest. Is that correct? 

Mr. Newton. Yes, sir, that is correct. 

Mr. Dingell. I will pursue this further, and I thank my good 
friend, Mr. Lent, for his courtesy. 

Mr. Lent. I thank you, Mr. Chairman. I am happy to Ho it. Any 
time you ask for time, I will always give it to you. 

Mr Newton, you indicated a number of costs that you questioned 
in audits of 1984, 1985, and 1986, and these included computer sys- 
tems used in fund-raising activities. I understand th&t fund-raising 
activity is one of the non-allowable expenses. 

Mr. Newton. Yes, sir. 

Mr. Lent. And also parking lot expenses. 

Has Pi^anford responded to your questions on the fund-raising 
computer activities and the parking lot expenses? 

Mr. Newton. Yes, they have. They have asserted that, for exam- 
ple, with the fund-raising activity, that the data base of alumni is 
maintained for some other purpose, other than fund-raising. In the 
experieiice that I have had with several alumni groups that I am 
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associated with, I haven't seen anything but fund raising come out 
of those data base applications. 

Mr. Lent. So you are not satisfied with the results that you have 
received, or the answers that you have received? 

Mr. Newton. Absolutely not. 

Mr. Lent. One more question. You recommended a 1991 billing 
rate of 52 percent. Now that is substantially lower than the billing 
rate utilized in prior years; correct? 

Mr. Newton. Yes, it is. 

Mr. Lent. How much money would the government save with 
the rate — and this is approximate — with the rate that you proposed 
as compared to the rate reques*^ed by Stanford? 

Mr. Newton. According to our calculations, for which there are 
many pools, so please take i.his as an approximation, about $28 mil- 
lion. 

Mr. Lent. You said $28 million? 
Mr. Newton. Yes, sir. 

Mr. Lent. In your opinion, when will the books be closed on the 
years in question? Specifically, 1981 to the present? And do you 
have any idea, again a ballpark idea, as to how much money may 
be owed to the Government? 

Mr. Newton. It is very difficult to make an assessment for all of 
the years, particularly those years which we haven't even been 
given the opportunity to begin audits, which are again 1981 and 
1982. But if I had to render an estimate, a somewhat speculative 
estimate, based on our analysis for the 1991 pricing proposal— 
which let me insert here that that proposal is based upon 1988 
costs, with various escalation factors to what they would expect to 
have occur, to come out to 1991. Using that data base, it would 
appear that there may be some $15-$18 million per year for alloca- 
tion issues. That is what we would associate with what we consider 
to be inappropriate allocations under the MOU's. That does not in- 
clude the expressly unallowable type of issues that we have other- 
wise asserted. 

Now when I have indicated before that we have about $5 million 
per year questioned, some of that — in fact, the mcgor part of that— 
is where we have taken exception to certain data inputs in the 
MOU allocations. We did not audit those years using the default 
procedures of Circular A-21. We followed the MOU allocation pro- 
cedures, bx'^cause it was our understanding at the time that these 
were contractual documents which we could not do anything about 
We audited to the MOU procedure. 

So what we took exception to in arriving at the approximately $5 
million was about $8.5 million associated with data inputs. That 
would not be on top o^ my estimate of the $15-$18 million. It would 
be an integral part of that. 

Mr. Lent. Well, when you say $15~$18 million a year, and you 
are looking back now, as I understand it, to 1981? 

Mr. Newton. We are looking back to primarily from 1983 for- 
ward. And let me explain why. There were some allocation proce- 
dures under MOU's before 1983, but the most significant ones came 
into place with the year 1983. The rate that Stanford was using 
jumped 11 points that year, when they instituted the variety of sig- 
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nificant allocation procedures that they were proposing, and re- 
ceived approval for. 

Mr. Lent. Just one flnal question, because we are talking about 
the $200 million figure, a $& million a vear figure, and now the 
$15-$18 million a year figure. I assume from what you are telling 
me that you are now coming down somewhere in the $15-$18 mil- 
lion a year figure, and we are going back to 1983, so that's 9 years, 
roughly, and we would be pretty close to the $200 million figure; 
somewnere between $135 and 

Mr. Newton. When you consider the allowability, the expressly 
allowability issues on top of it, it is not far from that figure. 

Mr. Lent. I thank the gentleman. 

Thank you, Mr. Chairman. 

Mr. DiNGiSLL. Just to assist the Chair— we're trying to get a hand 
hold on the amount— if you take the fact that you're talking $16 to 
$18 million in improperly allocated expenses, and you multiply 
that by 10 years, vou've got somewhere between $150 and $180 mil- 
lion. Is that right? 

Mr. Newton. Yes, sir. 

Mr. DiNGELL. Is that unreasonable? 

Mr. Newton. For a 10-year period, I would say that's reasonable, 
but I have to put in a caveat about the years before 1983. The sig- 
nificant provisions that we are wrestling with now under the 
MOU's did not affect those years. 

Mr. DiNGELL. OK. Now, you have another item of about $5 mil- 
lion here, you've indicated, in unallowable costs, liquor and things 
of that sort, is that right? 

Mr. Newton. The total is $5 million. Includeu in that is— be- 
tween $3.5 to $4 million of that, in fact, is exceptions which we 
have taken to data elements of the allocation whicn is made under 
the MOU. So if I insert the $15 to $18 million, if I go back, throw 
out the MOU, recalculate using the procedures of Circular A-21, 
then the total exception there would be the $15 to $18 million, plus 
another $1 or $2 million of unallowable costs. 

Mr. DiNGELL. That's a year. 

Mr. Newton. Yes, sir. 

Mr. DiNGELL. So then that's another— so you're talking some- 
where between $17 and $20 jpiillion a year? 

Mr. Newton. The best estiihate I could make on the basis of data 
that's presently available, I would say that's a reasonable ap- 
proach, yes. 

Mr. DiNGELL. Now, the actions that are taken, have been taken 
for fiscal year 1991, would indicate a loss of about $30 million to 
Stanford. 
Mr. Newton. That's correct- 
Mr. DiNGELL. Is that right? 
Mr. Newton. Yes, sir. 

Mr. DiNGELL. So if we take that $30 million item, this means 
that somewhere between $150 and $200, perhaps as high as, if you 
go on a flat multiplication of $30 million a year, somewhere be- 
tween $150 to $300 million in the past decade that they got us for. 
Is that right? 

Mr. Newton. The problem that I have with making a [lat-out al- 
location like that is that a number of the items that we have in the 
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$80 million are items which we're not very certain about their 
being lecurrent throughout that period. That's something we have 
to determine. 

Mr. DiNG!i;LL. I'm just doing a rough calculation her^, trying to 
figure out how much is at stake. Now, this is money » then, that's 
loss the taxpayers, isn't it? 

Mr. Newton, Yes, sir. 

Mr. DiNGELL. It also is money that's taken away from the re- 
search pool> is it not? 
Mr. Newton. Yes, sir. 

Mr. DiNGELL, If you figure you've got a research pool of X billion 
dollars, and you pull $150 to $300 million out of it over that period 
of time, you've lost somewhere between $150 and $300 million 
worth of research money. Have you not, during that period of 
time? 

Mr. Newton. Yes, sir. If you're going to spend it for yachts or 
laundry, it's not going to go in research. 

Mr. DiNGELL. Thars right. It's gone to overhead and things of 
that kind that here are subject to serious challenge. 

Mr. Newton. That's correct. 

Mr. DiNGELL. The Questions thatyou have been getting so far are 
not hostile to research, are they? They are hostile to taking money 
improperly from research programs. Isn't that right? 

Mr. Newton. That'j correct. 

Mr. DiNGELL. ThanK you. 

The Chair is going to recognize now the distinguished gentleman 
from Ohio, Mr. Eckart. 

Mr. Eckart. I thank the chairman very much. 

Mr. Newton, I have a copy of the U.S. Code, and what prompted 
me to go get a copy of it were two comments that you made which 
I made note of, one entitled "no access" and the other one entitled 
"not cooperative." 

For the record, let me read a section, a new section, of the Code: 
"Whoever, with intent to deceive or defraud the United States, en- 
deavors to influence, obstruct oi impede a Federal auditor in the 
performance of their official duties relating to a person receiving in 
excess of $100,000 directly or indirectly from the United States in 
any one year under a contract or subcontract, shall be fined under 
this title or imprisoned not m)re than 5 years or both." And then 
it goes on to define a person of the Federal auditor. 

It's a crime to obstruct an audit, is it not, Mr. Newton? 

Mr. Newton. That's what the law says. We have talked to our 
counsel about that particular law, and our counsel has advised us 
to be very careful about the application of the provision which 
you've just read because of the— he says there are very distinctive 
characteristics related to the intent of the person committing the 
act that must be carefully assessed before one asserts that provi- 
sion. 

So, as a result, we have issued guidance to our auditors that 
wherever they believe that an obstruction exists, that they should 
ask our counsel to come out and examine the specifics of that par- 
ticular case. 

Mr. Eckart. Mr. Newton, I used to also be a county prosecn.tor, 
and Fm fully aware of the necessity of intent, the applications of 
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the words "knowing'' or ''willful/' Those, indeed^ are key elements 
of commissions of crime. 

I must nonetheless assert to you my distress over what has been 
characterized as extensive delays and uncooperative stance^ par* 
ticularlv as it relates to the receipt of requests for information by 
you and your Agency. 

Without making any judgment as to the fact patterns in thi& par- 
ticular matter, let me just assert to the public at large that at least 
this gentleman understands those provisions, particularly as they 
relate to those who have received Federal fUnds, to require coop- 
eration of legitimate inspection of records relevant to public fundia. 

%hile I will not assert that this provision is particularly applica- 
ble here, let me tell you that the intent of that certainly should be 
applicable. 

Mr. Newton, one point I want to make is that the charges you 
have examined for 1987 and 1988 were certified by Stanford under 
criminal penalty as not having any unallowable charges in them. 
Your review demonstrates that, in fact, those unallowable charges 
were there, despite that certification.. 

What is your understanding of the penalty for making false cer- 
tifications to the Government, and what has the DCAA done about 
the particularities of this finding? 

Mr. Newton. Yll just say my understanding is that there are 
very stringent penalties for falsifications, but Fd have to jump over 
that a bit to the understanding I have of the certification itself I 
have a copy of the certification in front of me that was signed 
for 

Mr. EcKART. And who was it certified by? 

Mr. Newton. It's signed by a Franklin G. Riddle, Controller, 
signed August 10, 1990. This is for the fiscal year 1987 costs. 

This certificate has provisions like "To the best of my knowledge 
and belief leading into the thing. This has been somewhat liberal- 
ly explored by people in the defense industry, not just Stanford 
University, and it's something, as I understand from counsel, that 
would have to be overcome. Where there's a mistake— this gives 
them a loophole in the event that they have made a mistake about 
it. So that's something that we have to deal with. 

Where we see something that we think is patently unallowable, 
expressly unallowable, where one could not sign such a certificate 
in the environment without having knowledge of it, and having 
knowledge about it being expressly unallowable, we have proce- 
dures very well established for making referral for investigation in 
that circumstance. 

Mr. EcKART. And as the controller, Mr. Newton, that persor is 
responsible for having ^n place systems to catch these kinds of un- 
allowable or unallocabi requests, should that person not? 

Mr. Ne^vton. I certainly would expect it, yes, sir. 

Mr. EcxART. And if the person responsible for catching things 
does not catch them, do they assume some culpability in the mis- 
feasance, malfeasance or non-feasance in the performance of their 
duties? 

Mr. Newton. Well, we're really treading in a legal area, and, 
again, I'm not a lawyer 
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Mr. EcKART. Let me withdraw my question and ask you to char- 
acterize for me, then, the accounting and internal control systems 
at Stanford. 

Mr. Newton. Inadequate. 

Mr. EcKART. If those systems are inadequate and the person re- 
sponsible for those systems, is that person then capable of signing a 
certification in a matter consistent with what that certification as- 
serts to the Government? 

Mr. Newton. If I were the controller, I could not sign it. 

Mr. EcKART. DCAA has done audits in 1983, 1984, 1985 and 1986. 
What have you found regarding overcharges in those particular 
years? 

Mr. Newton. I'm sorry. What were the years again, sir? 
Mr. EcKART. 1983 through 1986. 

Mr. Newton. I am going to ask Mr. Lloyd to give you the details. 
We have cited examples in the statement, but for more details on 
the specific audits, would you answer, please? 

Mr. Lloyd. I think you did answer it, though, Fred. We said it is 
$5 million a year that was mostly allowable, but we are going to 
revisit it. 

Mr. EcKART. Why do you feel compelled to revisit it? 

Mr. Lloyd. Because of all the things we are finding on the 
review of transaction, testing, and internal controls for 1987 and 
1988. 

Mr. Newton. This is a point. We would like to be able to revisit; 
it for all the allocation procedures, as well as the expressly unal-! 
lowable items that Mr. Lloyd is mentioning. Those we will look at 
as long as the thing is open. Until they get it negotiated, we are 
going to consider it fair game for supplemental reports, but we 
have to have resolved somewhere the legal issue of whether our 
hands are tied on recovering the taxpayers' money on those years 
where the MOU's exist. We have asked ONR to provide us input on 
that, and we have not received it. 

Mr. EcKART. I understood that point in the earlier line of ques- 
tioning, and I think it is important to underscore that. There is 
still more for you all to chew over, as I understand. 

Mr. Newton, one final question fiDm my perspective. Stanford 
has originally proposed an overhead rate for 80 percent or so of 
this year. Your original assessment was that it should be some- 
where around the low 50's. 

What is DCAA's current position on what Stanford's overhead 
rate should be for this year? 

Mr. Newton. We believe that 52 percent is the rate that should 
be established for the provisional billing rates for this particular 
year. 

Now, I would have to say that in the details of that, there are a 
number of items which have been questioned in their entirety, be- 
cause the contractor, Stanford University, will not provide us any 
supporting data. So, we have had to put it out. 

If they would come forward with the supporting data, as request- 
ed, and cooperate, it may be a little bit more than 52; maybe 53, 1 
don't know. But, we have not received supporting data on many 
items. 



ERIC 



98 

Mr. EcKART. The last point I would wish to make, Mr. Chairman, 
is a document, DCAA document, dated March 8, ''Report on Review 
of Proposed Overhead Rates for fiscal years 1991 and 1992," and it 
is obviously relevant to my last question and, I guess, ultimately, 
my first question. It refers, on page 4, to the requested information 
not yet provided by Stanford—budget variances, equipment 
records, listine of equipment, accounting for income analysis of 
O&M, things that you have already referred to. 

Can you advise us as to the status of these important matters in 
dispute and Stanford's cooperative nature in resolving them? 

Mr. Newton. I am going to ask Mr. Tueller to respond. 

Mr. Tueller. These 12 items range in length of time requests are 
outstanding from anywhere from back in the timeframe of Septem- 
ber of last year to within the last 2 or 3 weeks. The library study 
that is asked for on here is in the September timeframe. 

The budget variance analysis is a little newer than that, but 
some of these things are the kinds of things that you would expect 
when you are provided a proposal for a rate to bill in a given year. 
These things should be readily available and provided at the same 
time the proposal is there. 

Mr. EcKART. Thank you. 

I am urged to go vote, otherwise I will miss that, and lest I be 
audited by you on my voting record, I am going to exci se myself. 

Mr. Wyden [presiding]. Has the gentleman from Ohio completed 
his questioning? 

Mr. EcKART. Yes. 

Mr. Wyden. OK. 

Gentlemen, one question I had— I know you all had been looking 
at some other universities, and I had been hearing unconfirmed re- 
ports that Cal Tech University had had a situation fairly similar to 
the Stanford experience with the trustees. 

Now, let me ask you, Mr. Lloyd, is that, in fact, the case, and if it 
is, do you all have any information with respect to that institution 
as to whether or not they had a program with their trustees simi- 
lar to the Stanford situation? 

Mr. Lloyd. I cannot answer that, because I do not have Cal Tech 
under my cognizance. 

Mr. Newton. I have a response to you, sir. 

California Institute of Technology is the example that I include 
in my statement without a name, where they came forward with a 
$500,000 voluntary deletion. They did have an amount, approxi- 
mately $80,000, for a retreat type of activity similar to that which 
we had seen at Stanford. 

When some inquiries were being made of that, they immediately 
asked to be able to review that and a variety of other documents, 
and they came back to us for several issues, not just the retreat, 
but several issues that they decided to exclude 100 percent. Even 
where, from our own assessment, some of them had credibility as 
allowable expenses. 

Mr. Wyden. So, Cal Tech gets first prize in terms of overbilling 
as far as trustees' retreats, I gather. 

What were some of those other charges at Cal Tech that, when 
you queried them, they moved quickly to disallow? 
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Mr. TUELLER. There were dues and subscriptions. There was 
some country club memberships in that and some entertainment 
expenses, as well as the retreat expenses that were in there. So, it 
really fell into those three categories. 

Mr. Wyden. How much did it come to in the country club area? 

Mr. TuELLER. I would have to go back and get the specific docu- 
ment on that, and I do not have that with me right now. 

Mr. Wyden. Let us have that, though, for the record, both in 
terms of the country club and the question of the entertainment 
expenses, as well, at Cal Tech. 

[The information follows:] 



Califofnia Institute of Teclinoiogy expenses 


I9&7 


1968 


1989 


1990 


Country ctub (golf ctub du«s) 


J1567 


None 


{6.800 


{3.558 


Entertainnrenl 


.. . 16.811 


$23,162 


24.044 


23.023 



All of the alwve expenses weie voluntarily deleted Ijy the ufiivefsity ]m indirect cost claims to the Fedetal Gwernment. 



Mr. Wyden. Mr. Newton, concerning Stanford, do you believe 
that they were simply incapable of putting in place a proper ac- 
counting system and the problem stemmed from incompetence, or 
do you believe this was a question, primarily, of intent and trying 
deliberately to cut corners? 

Mr. Newton. I have too much respect for the institution and the 
available expertise that that university holds on accounting mat- 
ters to believe that they do not have the competence somewhere in 
their organization to be able to put together a good sys em. 

What reasons have led them to have inappropriaie allocation 
methods I really do not know. 

Mr. Wyden. Now, has Stanford actually withdrawn the charges 
for the president's house and the yacht? 

Mr. Newton. No, sir. 

Mr. Wyden. So, as of now, they have said they have withdrawn 
them. 

My understanding is — and I think that at least they have told 
the press that they have withdrawn these charges. But your under- 
standing is that, as of today, March 13, Stanford has not with- 
drawn the charges for the president's house and the yacht. 

Mr. Newton. We keep looking for a credit on the billings. 

We have examined the forecast for fiscal year 1991 forward pric- 
ing rates, which is based upon cost incurred in 1988, and to the 
best of our understanding, the amount tha^ was projected includes 
the amount that was billed and charged to vne Government at that 
time for the yacht Victoria. 

Mr. Wyden. Well, this is an extremely important point, because I 
have gathered, both from the press accounts and elsewhere, that 
those charges were withdrawn, but it is very helpful to know that 
you have not found that they have been> and we are going to be 
asking that of the Stanford omcials later this afternoon. 

Now, are these charges for the president's house and the yacht 
in the 1991 negotiations, to the best of your knowledge? 

Mr. Newton. I am unable to say what is in the 1991 negotia- 
tions, which is a rate, I understand, a negotiated rate of 70 percent. 
We have not received any breakdown. We were not invited to the 
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negotiation conference, at which time that 70 percent was arrived 
at. 

So, there is no way for the DCAA to be able to say one way or 
the other what is in the eight points that they did lake off of the 
proposed rate. 

Mr. Wyden. Do you believe you should have access to that infor- 
mation? 
Mr. Newton. Absolutely. 

Mr. Wyden. Why have they not made it available to you? 
Mr. Newton. I do not know. 
Mr. Wyden. All right. 

You all have been very helpful^ and we appreciate the coopera- 
tion. As you can tell, we have votes on the floor, and it is going to 
be a hectic day, but we thank you and appreciate your work. 

Mr. Newton. Yes, sir. You are welcome. 

Mr. Wyden. Panel 3, Rear Adm. William C. Miller, Chief of 
Naval Research, Office of Naval Research, U.S. Navy, Arlington; 
accompanied by Mr. Thomas J. Dolan, the OfHce of NavaJ Re- 
search; Mr. Robin A. Simpson, Office of Naval Research; and Mr. 
Paul L. Biddle of Stanford and the Office of Naval Research, if you 
all will come forward, we will have some certain formalities to take 
care of. 

As I understand it. Admiral Miller^ you will be making a formal 
presentation, but since all four of you may be responding to sub- 
committee questions, I think it would be appropriate to swear all 
four of you at this time. Do any of you have any objection to being 
sworn as a witness. 

[Chorus of no's.] 

[Witnesses sworn.] 

Mr. Wyden. Gentlemen, let me also advise you of your right to 
have counsel with you throughout your appearance today. Do any 
of you desire to be represented by counsel in your appearances 
before the subcommittee? 

[Chorus of no's.] 

Mr. Wyden. All right. Let me also note your right to have a copy 
of the committee rules with you throughout your presentation 
before the subcommittee. I note for the record that the rules are 
available. Admiral Miller, we will make your prepared remarks a 
part of the record in their entirety, and if, in the interest of time, 
you could summarize your presentation, that would be very help- 
ful. Welcome. 

TESTIMONY OF REAR ADM. WILLIAM C. MILLER, CHIEF, NWAL 
RESEARCH, OFFICE OF NAVAL RESEARCH, U.S. NAVY, ACCOM- 
PANIED BY THOMAS J. DOLAN, JR., DIRECTOR, UNIVERSITY 
BUSINESS AFFAIRS; ROBIN A SIMPSON, DIRECTOR, MONTEREY 
DETACHMENT; AND PAUL L. BIDDLE, RESIDENT REPRESENTA- 
TIVE, STANFORD UNIVERSITY 

Admiral Miller. Thank you, Mr. Chairman. I appreciate this op- 
portunity to testify before this committee regarding the adminis- 
tration of federally sponsored research at the Nation's colleges and 
universities. For the record, sir, I am the Chief of Naval Research, 
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and as such> I am responsible for planning and execution of the 
Navy's investments in science and technology. 

My immediate superior in the Navy organization is the Navy's 
Acquisition Executive^ Mr. Gerald A. Gann» the Assistant Secretary 
of the Navy for Research, Development and Acquisition. Subordi- 
nate to me are three headauarters orgcmizations, including the 
Office of Naval Research, ana the Navy's Corporate Research Lab- 
oratories. 

Many of the issues discussed here today relate to the perform- 
ance of the Office of Naval Research with respect to its duties in 
negotiating indirect costb, sometimes called overhead costs, at the 
39 colleges and universities across the country for which the De- 
partment of Defense has been £issigned cognizance. 

I assumed my duties as Chief of Naval Research in June 1990, 
just as the extent of the problem at Stanford was becoming appar- 
ent here in Washington. In my subsequent review of the situation^ 
it appears that symptoms of the problem had been observed as 
mucn as 3 years earlier, and some actions initiated to define and 
rectify those problems. 

Whexi I first became aware of the problem in July 1990, I had 
three priorities; (1) to determine the nature and the magnitude of 
the problem; (2) to apply sufficient resources to the problem to con- 
tain it, to resolve it and to protect the interests of the Government; 
and (3) to take whatever personnel action proved appropriate when 
the question of personnel accountability had been resolved. 

The problem we found relates directly to the business approach 
employed by ONR, acting for the Department of Defense, and the 
university community. Under this business approach, indirect costs 
or overhead rates at a particular university are set for a forthcom- 
ing fiscal year through negotiations between the onsite Administra- 
tive Contracting Officer and the universitv. 

These negotiations are based upon the best estimates of both the 
university costs and the business base of the university over that 
forthcoming year. This rate then becomes the basis for University 
billing its Government customers over the next fiscal year. 

After the year is completed, the Government is supposed to come 
back and audit the actual expenditures of the university and to 
adjust the rate and balance the books, regarding any over or under- 
allocation and collection by the university. The problem at Stan- 
ford had three principle parts. 

First, ONR had entered into a number of advance agreements re- 
ferred to frequently as Memoranda of Understanding, or MOU's, 
without proper review or approval. Now, subsequent review has 
caused us to doubt that these agreements compljr with Federal reg- 
ulations or that they result in equitable allocation of costs to the 
Government. 

Second, the local Administrative Contracting OfHcer was not re- 
ceiving audit and legal review of the university's indirect cost pro- 

EQsals before negotiating billing rates for the forthcoming year. So, 
e had been inadequately prepared to represent the Government's 
interests in these negotiations. Consequently, we have serious con- 
cerns about the accuracy of the negotiated estimates of allowable 
University costs and, therefore, the validity of the payments al- 
ready made to Stanford in support of Government research. 



102 



Third, audits had not been conducted of the actual costs incurred 
by the university since 1981. So, we have a substantial backlog of 
business to work off on this particular campus. This problem was 
further aggravated by rising indirect costs resulting from an ag- 
gressive building program at Stanford during this period and Stan- 
ford's own lack of adequate internal controls over their cost ac- 
counting system. 

In response to this problem, I have established a team of very 
senior and experienced business managers to represent the Govern- 
ment's interests at the bargaining table until this matter is re- 
solved. We are also working veiy closely with DCAA and other 
Government agencies to review and dispose of our concerns with 
regard to the numerous Memoranda of Understanding in place; 
and we have been supported by very substantial DCAA resources 
testified to earlier this morning; and we are working to bring the 
business of Government current at this University. 

My statement for the record provides additional details regard- 
ing the specific actions I have taken, as well as actions I have di- 
rected with the Office of Naval Research to markedly tighten up 
their business operations. In summary, Mr. Chairman, we have ini- 
tiated action to establish at Stanford an effective, productive arms- 
length business relationship with the Government. 

At the same time, we have also initiated action to bring the same 
standards of rigor and peer review to the Office of Naval Research 
business operations that have been the hallmark of ONR-supported 
science since Congress established the Office of Naval Research in 
1946. Thank you, Mr. Chairman, This concludes my opening re- 
marks. 

I might add for the benefit of the committee that the incumbents 
in the chain of command between ONR headquarters and Stanford 
University are here with me at the table today. Mr. Dolan is the 
Director of ONR University Business Affairs. Mr. Robin Simpson is 
the Western Regional Manager of ONR Business Affairs, and Mr. 
Paul Biddle is the ONR Resident Representative or Administrative 
Contracting Officer on campus at Stanford University. Thank you, 
sir. 

[The prepared statement of Rear Admiral Miller follows:] 
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REAR ADMIRAL WILLIAM C. MILLKR 
CHIEF OF NAVAL RESEARCH 
TESTIMONY BEFORE 
UNITED STATES HOUSE OF REPRESENTATIVES 
SUBCOMMITTEE ON OVERSIGHT AND INVESTIGATIONS 
COMMITTEE ON ENERGY AND COMMERCE 



Mr. Chairman and members of the Committee, I appreciate this 
opportunity to testify before this Committee on contract 
eidministration of federally sponsored research at colleges and 
universities . 

My testimony today will focus on contract administration and 
indirect cost rates at Stanford University. I will provide you 
with the findings of fact on reports from our Navy contract 
administrator on the Stanford campus that indirect cost rate 
negotiations for government-sponsored research may have resulted 
in significant overpayments to the University. 

On August 23, 1990, I initiated an administrative inquiry to 
review issues relating to office of Naval Research (ONR) contract 
administration at Stanford University, in particular, I asked my 
Inr,poctor General (IG) to review the evidence Bupporting possible 
overcharges by Stanford, as well as reports of partiality to 
Stanford by ONR's contract administration organization. 

Mr. Chairman, at this point, I would like to submit to tho 
Committee a copy of tho IG report and request that it bo entered 
into the hearing record. 

I have carefully reviewed the report, and fully concur in 
its findings. Because the report itself is a lengthy, detailed 
review of our indirect cost rate negotiation at Stanford durin(j 
the period 1980 to 19 90, [ will summai ize its findings: 



Issue: What factual basis docs the ONR Resident 
Representative at Stanford have to support his belief that the 
overhead rate for Stanford University has been overpaid by as 
much as $200 million during the pact ten years? 

Findinc/: The TO review was not able to factually jjupport Xhi- 
R'-s.idont 3?opro:.cntal i vo ' s contention of a $200 million 
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overpayment to Stanford. The ONR Resident Representative's 
estimate was based upon assumptions and professional judgements 
that he considered reasonable, but which were factually 
unsuppor table. 
• 

Xs8U«s Is there any factual data available t*^ support a 
contention of any overpayment? 

Finding: The IG review found that there is a po/.sibility 
that Stanford has provisionally recovered costs which final 
audits may determine to be either unallowable or inappropriate 
for allocation as costs to government-sponsored research. Audit 
reviev/8 for many of the years during the period 1981 to 1989 were 
cither not requested or not provided* As a result, historic 
audits of actually incurred costn and subsequent negotiations of 
final rates for many of those years are still pending. Overhead 
rates during any given year are not considered final until costs 
have been audited, and negotiations completed, regarding the 
allowability of charges, until these procedures have been 
completed, the possibility remains that some of the overhead 
costs provisionally recovered by Stanford should not have been 
charged to the government. However, specific amounts cannot be 
factually substantiated, or accurately estimated, pending 
detailed legal and audit reviews. 

Issue: What evidence exists that government personnel are 
not being impartial in their dealings with Stanford University? 

Finding: The IG report identified certain facts and 
situations that could have been perceived as indicating 
partiality on the part of the ONR University Business Affairs 
staff or other Navy personnel in their dealings with Stanford. 
However^ a closer examination of these facts did not support tho 
conclusion that there was any substance to such perceptions, 

Mr. Chairman, please note that the scope of this IG report, 
as commissioned in August 1990, was to establish any factual 
evidence of overpayment, or bias on the part of government 
administrators. The inquiry reviewed the practices and 
procedures of the Office of Naval Research in setting indirect 
cost rates at Stanford in the context of these three specific 
questions. The report did not address Stanford's accounting 
practices or internal controls, or examine vouchers submitted by 
Stanford over the years. Reviews and recommendations regarding 
those functions, under DoD procedures, are being addressed 
tlirough advisory audit reports provided by the Defense Contract 
Audit Agency (DCAA) . 

While the IG report did not sub£;tantiate perceptions of biar. 
toward Stanford by government administrators, and could not 
quantify any potential overpayment to Stanford until dUditr. have 
been completed by the Defense Contract Audit Agency, tho IG 
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report did conclude that the potential for overpayments does 
exist, and raised questions regarding Stanford's FY 1980 to FY 
1989 indirect cost rates as negotiated by the Office of Naval 
Kesoarch. 

A natural question c^rising from these findings is, "how 
could this happen?" The answer is, that existing management 
controls (audits, reviews and formal approval of indirect cost 
rate negotiationsi) , if properly implemented, should have 
prevented, or identified and corrected, many of the management 
•weaknesses identified in the report. Nevertheless, the report 
documents that implementation of theeo management controls was 
Inadequate. 

Requirements for action are thus twofold: First, to address 
and rectify the identified contracting problems; and second, to 
ofitablish individual accountability for those problems. Action 
to satisfy the first of these requirements was initiated in 
bcjcembcr 1990 by the establishment of a Special University Team, 
v:hich I will discuss shortly. The second requirement — that of 
cv-.tnblishing individual accountability — is now under review by 
Ki idct finding panel, headed by a senior Naval officer who 
reports directly to me. I v/ill advise the Committee of the 
rt-sults and action taken upon completion of that review next 
{ iunt.h • 

It v;as clear, even before the IG report was completed, that 
:.ovoral contract admini£;tration and business issues needed to be 
ro.-;olvod relating to ^Jtantord's indirect cost rates. Toward this 
rnJ, on 13 December 199 0, I established a Special University Team 
CG.f.posed of senior personnel from my headquarters and a 
l/drihinqton D.c, field activity. The Team was directed to reviov; 
the current provisional indirc(.:t cofjt rate at Stanford, as well 
."its DCAA audit findings, and to begin work on negotiating 
provisional indirect cost rates for FY 1991 and final indirect 
cost rates at Stanford for the past ten years. In this effort, I 
directed the Team to work closely with DCAA auditors and 
Department of Health and Human Services (DHHS) field personnel. 
DCAA is currently conducting historical audits of Stanford's 
actual costs for FY 1987 and FY 1988, and has completed 
historical audits for FY 1983 to FY 1986. Audit findings may 
result in a subsequent revision to the allowance of some costs 
for which the government has reimbursed Stanford for work 
accomplished during those years. 

DCAA will commence audits for FY 1981 through FY 1982 as 
soon as its work is completed on the later years. DCAA auditors 
are also assisting resolution of this issue by conducting a 
number of special audits and reviews, including a reviev; of the 
University's intern-il controls and n review of the Navy-.^tanf ord 
agreements concerning costs charged to research contracts. Thesie 
l itter agreements, knov;n as Memoranda of Understanding (MoUs) , 
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require both legal and audit review? in order for the Special 
University Team to determine the validity of agreements recorded 
therein regarding cost allocations to governroent Contracts. 
Auditors from DCAA's San Francisco Regional Office will keep the 
Spocial University Team apprised of significant findings from 
thoce audits and reviews. 

The Spocial University Team, under the terms of its charter, 
has already addressed many of the specific recommendations 
contained in the IG report related to business relations with 
Stanford. It has: 

1. Negotiated an Interim Agreement with Stanford 
University on 20 December 1990 that established procedures for 
review of all Stanford MoUs. 

2. Established a procedure for determining final 

rates for past years, as part of the Interim Agreement. The Team 
will address and resolve audit issues asi part of this 
l>rocess . 

3. t^egotiatod a revised provisional (billing) rate of 70 
porcont. i>t.anford proposed a FY 1991 rate of 78 percent which 
rhoy later revised to 76 percent. The Special Team reduced this 
idtG to reflect unresolved charges questioned by audits. Thir^ 
will protect the government • j; interest if the final neyotiatod 

1 ixod rate doos not allow these charges. In negotiating 
Stanford's FY 1991 indirect cost rates, the Team will ensure that 
adequate cost analyser;, and legal reviews have been obtained io 
justify both tlia calculation methodology and tho actual rate p.iid 
to manford for this year. In addition, the Interim Agrcomt^nt 
provjd'JE, for later revision of tho FY 1991 rates if Mvjuiiud 
t'.lter oomplGtion of thu MoU rcvicv/. 

The following additional actions have also been initiated 
to address deficiencies and implement corrective measures 
identified in the IG report's recommendations: 

The Special University Team is currently reviewing all HoUt: 
between the Navy and Stanford. Concurrent with this review, tho 
special Team received — in mid-February, 1991 — written 
recommendations from the Western Regional Director of the 
Department of liealth and Human Services (DHHS) and the Western 
I^ocjion Branch Manage^- of tho Defense Conlrac-c Audit Agency ([)('AA) 
tluit the MoUs be cancelled. 

These specific advisory recommendations of OHHS and DCAA 
fu-anch Managors represent important supporting documentiition , and 
•••ill assist tht: Spocial TOiim hi making a final determination, 
■jho loam is puMuiinn an acjrojisivo nclicaulc for revicwinq tin- MoUs 
.in = l i';:poct :i to r-umj)lol.- thoii" roviow by .iiid- April, 3 091. 
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In addition, the Director of the Office of Naval Research 
(ONR) has completed a task 1 assigned him — to prepare for his 
staff of administrative contracting officers in the field — a 
comprehensive practices and procedures manual which would be 
fully compliant with applicable sections of Federal Acquisition 
Regulations, the DoD Supplement to these Regulations, and Navy 
Acquisition Procedures. I am now reviewing this manual and 
expect to approve it for use by field contract administrators by 
1 April 1991. This should ensure stringent business procedures 
governing contract administration, as well as uniform and 
consistent cost treatment at all universities under DoD 
cognizance, I have also requested the Director, ONR, to report 
to me by i May 1991, and t^very 6 months thereafter, regarding the 
effectiveness of those procedures in ensuring uniform cost 
treatment. 

Again, with the Committee's permission, I would like to 
submit for inclusion in the record, copies of my letters to the 
University Team Chairman and to the Director, office of Naval 
Research, outlining corrective measures they are to complete to 
resolve current issues and ensure sound business practices for 
the future. Specific corrective measures include: 

Indirect Co st Ra tes 

1. Formal approval by Navy University Business Affairs 
Office management will be obtained in negotiating 
indirect cost rates . 

2. Adequate supporting documentation will be obtained 
(including advisory audit reports and legal opinions) 
for all business clearances; and, when appropr it^te, 
coordination with other government agencies and 
departments will be accomplished. 



Audit and legal input will be obtained prior to the 
finalization of actual indirect cost rates for all 
universities under DoD cognizance. 

Eve? y effort will be made, supported by timely auclits, 
to ensure that final indirect cost rates for all 
universities under DoD cognizance are negotiated 
within two years of the close of the university's 
fiscal year. 



M^Qrd.PJ^__aL>.L!ilder^ na (MoUs ) 



1 . 



All existing MoUs between the office of Naval Research 
and any of its cogni?.ant univorsi tiesi will he rovicwod 
by Navy legal staff. 
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2. All MoUs Which are advanced agreements as to costs will 
be submitted to the Office of the Assistant Secretary 
of the Navy via the ONR University Business Affairs 
Directorate for formal pre- and post-negotiation 
business clearance review. 

3. An expiration date will bo included in each MoU 
administered by the Office of Naval Research- 

4. Formal DCAA audit reports will be submitted as 
supporting documentation for each MoU administered by 
the Office of Naval Research, 

5. Coordination with other government agencies and 
departments having significant business interests at 
the university will be mandated. 

6. Review of special (cost analysis) studies supporting 
MoUs will be conducted every two years as required by 
Office of Management and Budget (OMB) Circular A-21, 

7. ONR Resident Representatives will ensure universities 
conduct physical inventories every two years to support 
use allowan^ies/deprociation, as required by OMB 
Circular A-?l. 

8. Negotiation of all MoUs will be completed prior to 
incurring the costs involved, when feasiblG, 

9. strict adherence to the principles and pjoccduros of 
the federal Acquisition Regulation 31.109 (Advance 
Agreementis, will be emphasized when entering into MoUs. 

Th« Director, ONR, is also performing a study of the MoUs at 
universities, other thsn Stanford, which are under DoD 
cognizance. At a minimum, that study will include: 

1. Determination of which MoUs are currently active and 
legally binding. 

2. Audits of all activtt MoUs with these universities . 

3. Negotiation of revisions to each active MoU to rosolvn 
any issues raised by these audits and suiitained during 
negotiation. 

4. Negotiation of an expiration date for each active MoU. 



Navy ofMcialn, in ti^o course of this effort, will roqui ro 
the roquisi»:c support 'nc. aliidios and analyses in support of MoUii 
requiring those data, anc' will select an appropriate cot^t model 
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and study methodology after consultation with DCAA, DHHS, and the 
university concerned. 

The Navy special University Team, supported by the Defense 
Contract Audit Agency and representatives of the Department of 
Health and Human Services, is bringing Stanford's indirect cost 
reimbursement rate negotiations current. Future rate 
negotiations will be supported by all necessary audits to ensure 
the highest standard of public accountability of federally 
sponsored research at universities is maintained. 

The Committee should be assured that I will keep the 
Committee informed of the results of ongoing audits, legal 
analyses, rate negotiations, and related issues. 

Mr. Chairman, it is clear that one of the most important 
factors adversely affecting indirect cost negotiations at 
Stanford has been the lack of timely and adequate cost audits. 
The business problems at Stanford have highlighted the need for a 
closer and more effective relationship between Office of Naval 
Research field representatives and the regional field offices of 
the Defense Contract Audit Agency- The Navy and DCi^A are now 
working closely together on Stanford indirect cost issues. The 
Director, DCAA, and I have discussed this matter and anticipate a 
strengthened relationship between our two agencies in the future. 

One initiative that may help alleviate the problems inherent 
in conducting business negotiations without adequate audit 
support is the single audit concept, utilizing the combined 
resources of federal, state, and university auditors. This 
initiative shows promise of greater efficiency, lower demands 
upon federal manpower, and increased timeliness. Proceeding 
under the title of University Coordinated Audit Program, or 
UCAP, the program was initiated in 1989 by the Office of Naval 
Research. Under this program, duplicate and multiple audits are 
avoided by coordinating required federal, state, and university 
audits and allowing each audit group to rely on the work of the 
other under e.stablished accouriting principles. 

With the inception of this program, the backlog of audits at 
the two UCAP demonstration institutions — Massachusetts Institute 
of Technology and Pennsylvania State University — has been 
eliminated. Expansion of the UCAP initiative in November, 1990 
has resulted in substantial progress being made in planning for 
reducing the backlog of audits at twelve other institutions. 

Additionally, because the situation at Stanford rsisied 
questions regarding protection of the government's interest at 
other universities, DCAA has conducted a risk analysis at DoO 
cognizant universities., and their auditors are working with OUR 
. administrative coni.iaclinfj officers to review areas of potential 
risk at other univoi si t i ec . I expect that thorough auditr. will 
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find questioned costs at other Universities, but I have no 
evidence at this time that other schools are likely to offer a 
high risk of incurring significant questioned costs like those 
discovered at Stanford. 

In summary, the recently completed IG report identified 
management weaknesses in indirect cost rate negotiation 
procedures. We are taking steps to correct those deficiencies 
and to assess personal accountability where appropriate. 
I am determined that these positive steps to correct deficiencies 
in government contract administration, together with the 
strengthened business clearance and audit procedures instituted, 
will improve administration at all universities under DoD 
cognizance . 

Mr. Chairman, I believe that existing law and federal 
regulation, supported by timely audits, do provide the 
requisite mechanisms to identify, control, and ensure proper 
accountability for federal research funds at universities. The 
situation at Stanford resulted from inadequate implementation of 
these regulations and from an absence of timely and thorough 
audits and legal analyses. I can assure the Committee that both 
Navy senior management and senior management at DCAA have taken 
substantial steps to strengthen our implementation of these 
business procedures and to ensure that the taxpayers' interests 
are fully represented at the negotiation table. 

Lastly, Mr, Chairman, while we work through these problems, 
it is important that we recall that the leading edge of the 
Nation's basic scientific research is pursued by professors and 
graduate students at colleges and universities across the 
country. Maintaining an effective, productive relationship 
between federal research sponsors and the Nation's universities 
is vital to continued U.S. economic and military competitiveness. 
For these reasons, the national interest demands two things of 
lis, to maintain this mutually beneficial partnership: the 
Federal Government must pay its full share of allowable costs 
incurred by universities in support of government research; but. 
also, the scarce research dollars available must be spent wisely 
and accounted for with the diligence that the taxpayers deserve. 



-end- 
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Mr. Wyden. Admiral, do any of your associates desire to make 
an opening presentation? Gentlemen? 
rChorus of no's.] 

Mr. Wyden. Admiral Miller, on Monday you told the subcommit- 
tee staff that, in your view, the taxpayers did not get their money's 
worth at Stanford during the 1980's. What did you mean by that? 

Admiral Miller. By that, sir, I was referring to our considerable 
doubt that the billing rates used to support contract research 
during the decade of the 1980's were accurate. There was consider- 
able doubt that the MOU's in place actually comply with Federal 
regulations. We have doubt that adequate justification was provid- 
ed for them, and we believe that it is likely the Government was 
overbilled for research performed at Stanford during that decade. 

Mr. Wyden. Who at the university do you hold responsible for 
the kind of problems that you found? 

Admiral Miller. Sir, from my command experience, I am held 
responsible for my command in the Navy and, in that regard, I 
would believe that the President of Stanford University is responsi- 
ble for the entire operations of that University. 

Mr. Wyden. \dmiral, you went on to say that you wouldn't 
stand behind the Navy's oversight and actions durine the 1980's. 
Would you tell the subcommittee what you believe the Navy did 
wrong with respect to its oversight of Stanford during the 1980's? 

Admiral Miller. Yes, sir. I don't recall using the exact words 
you cited, but the intent is certainly correct; that when I first 
became aware of this problem last Summer, I initiated an Inspec- 
tor General investigation in order to better define the problem. 
That report defined a number of areas in which we had been con- 
ducting business at Stanford, without adeauate audit support or 
legal reviews of Memoranda of Understanding before we entered 
into those agreements. Also, we had not aggressively sought audits 
of the indirect cost proposals of the university before we set the 
provisional billing rates for the forthcoming year. Neither had we 
aggressively sought audits of the actual costs incurred by the uni- 
versity over this period, so that any over-collection by the universi- 
ty could be adjusted. 

I have submitted, sir, a copy of those findings contained in the 
Inspector General's Report. That report is very detailed in its com- 
pilation of the failings of ONR oversight at Stanford. 

Mr. Wyden. Admiral, Stanford and the officials, Dr. Kennedy 
and others, have stated that your Inspector General's Report exon- 
erated them. Do you agree with that characterization of the Inspec- 
tor General's Report and if not, how would you describe the Inspec- 
tor General's findings? 

Admiral Miller. I don't know of anyone in Government who 
would agree with that characterization of the IG findings, sir. In 
fact, when I look at the degree of inspections and auditing going on 
at Stanford and the substantial resources the Government has 
placed on that campus to resolve this problem, I can only say that 
a private citizen with no other information on this problem could 
clearly conclude that the Government considered this a very seri- 
ous problem and we are putting serious resources on it. 

Mr. Wyden. Admiral, a number of the special agreements, these 
Memorandums of Understanding that the university has signed 
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with the Navy are based on special studies that have been per- 
formed by Stanford. Now, these are required by this OMB Circular 
A-21 to be reliable and statistically sound. 

Is that the case at Stanford? Were those studies actually done? 

Admiral Miller. There were four MOU's in which the basis for 
the MOU was a special study in the context of OMB Circular A-21. 
Those four are the Library costs, Student Services, Utilities, and 
Departmental Administration. In every case, we have concluded 
and have informed the university that we do not consider the spe- 
cial studies, as they exist today, to be adequate bases for our con- 
tinuing business relationship and, in fact> we have scheduled, 
within the next 2 weeks, meetings with Stanford during which they 
are to respond to our expressions of concern. 

Mr. Wydbn. So, are you saying that there aren't any valid stud- 
ies to support what amounts to possibly $20 million in charges? 

Admiral Miller. I do not believe that the four special studies 
that I cited would equate to a $20 million difference. I have no in- 
formation to validate that, but, based on the information we have 
now, the special studies performed earlier are considered inad- 
equate. 

Mr. WvDEN. Now, there was a study from 1979 requiring a 20 
percent reduction on suli^istence charges to cover unallowables. 
Was that proven to be statistically sound? 

Admiral Miller. I have no information that a special study on 
that was performed, sir. 

Mr. Wyden. The Office of Naval Research was required to per- 
form audits and legal analyses of these Memorandums of Under- 
standing. Were these audits and legal analyses done? 

Admiral Miller. The Office of Naval Research should have re- 
quested that DCAA conduct the audits. We do not have audit staff. 
DCAA shares this responsibility for the Department of Defense 
with us. The audits, in fact, were not completed. 

Mr. Wyden. Did you all request DCAA to do these audits? 

Admiral Miller. On MOU's? On the rates? 

Mr. Wyden. Right. 

Admiral Miller. On the MOU's, I know of no request for DCAA 
to conduct audits. 

Mr. Wyden. Should that have been done if that was required? 

Admiral Miller. Yes, sir, that should. 

Mr. Wyden. Why wasn't it done? It was just an oversight? 

Admiral Miller. I know of no reason why that should not have 
been done. 

Mr. Wyden. All right. I see our chairman is back. Does the lack 
of these reviews that we're discussing make the Government vul- 
nerable to overchar^ng? It seems to me that these kinds of reviews 
are at least a minimal level of protection for the taxpayer, and 
without them, you know, the Government is just a sitting duck for 
overcharges; is that right? 

Admiral Miller. I mlly concur with that statement, sir. I believe 
that for entering into an MOU— which is, in fact, an advance 
agreement in the context of the Federal Acquisition Regulations- 
adequate preparation for entering into that kind of negotiated 
agreement with the university; would have included audits as well 
as legal reviews, neither of which was conducted. 
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Mr. Wyden. One other point, and then I want to recognize my 
colleague from New York. 

Who was responsible, Admiral Miller, for not requesting these 
audits? Have you all been able to determine that? 

Admiral Miller. Sir, I have commissioned a special personnel 
review panel to look into the question of personnel accountability. I 
am the Government official who is going to have to take whatever 
action is appropriate on that issue. Ihave not assigned a name nor 
accountability at this time. I expect to hear from that panel by the 
end of next month. 

Mr. Wyden. All right. Let me recognize the gentleman from New 
York for his questions. 

Mr. Lent. Thank you, Mr. Chairman. 

Admiral Mil?er, after the ONR Inspector General released its 
report, Stanford's Office of the President released a statement 
dated February 7, 1991 that said the IG had found that the accusa- 
tions made agfainst Stanford were ''baseless." Do you agree that 
that characterization of the IG report is accurate or inaccurate? 

Admiral Miller. I would not agree with that characterization of 
the report, sir; but if you will allow me, I would like to point out 
that the Inspector General works for me, he does not work for the 
Office of Naval Research. The Chief of Naval Research is his next 
superior in the chain of command. 

Mr. Lent. Well, didn't he— this subordinate of yours, didn't he 
find a very serious situation at Stanford? 

Admiral Miller. Yes, sir. Very serious. 

Mr. Lent. He couldn't quantify the particular figure of $200 mil- 
lion; but he nonetheless found that there was reason to believe that 
there had been a lot of misleading and misdirected accounting. 

Admiral Miller. Yes, sir. That is correct. I believe you are refer- 
ring to Mr. Biddle. The fact that he couldn't quantify it was not 
really important to me, because what was really pointed out was 
that we did have a serious problem. As we heard this morning, 
even the auditors would have difficulty quantifying the exact 
amount of the problem right now. 

Mr. Lent. Mr. Biddle, you do not disagree with that? You did 
not, at any time, state that your $200 million figure was definitive, 
did you? 

Mr. Biddle. It was meant to indicate a level of exposure. 

Mr. Lent. Isn't it true that the very thing you complained of, the 
lack of audits, prevented you from being more definitive? 

Mr. Biddle. I believe that was the contributing factor to the lack 
of finiteness, yes. 

Mr. Lent. In fact, when all the audits are done, if we ever reach 
that point, and the final agreement is reached on allowable cost, it 
is possible, is it not, that the amount owed to the Government will 
be determined to be in excess of the $200 million figure? 

Mr. Biddle. I think there is considerable likelihood of that. It 
must be remembered though, that once DCAA has an audit find- 
ing, it must be negotiated, and the indirect cost rate could fall 
back. If you are saying, would the questioned costs contained in 
DCAA audit reports approximate or exceed $200 million, I believe 
there is considerable likelihood of that. 
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Mr, Lent. Admiral, you stated in your testimony that you fully 
concur with the findings of the report of the Inspector General, is 
that correct? 

Admiral Miller. That is correct. 

Mr. Lent. I would like to ask you several questions about those 
findings. The first question posed was this: ''What factual basis 
does the Resident Representative of Stanford, Mr. Biddle, have to 
support his belief that the overhead rate for Stanford University 
has been overpaid by as much as an estimated $200 million during 
the past 10 years?'' That was at page 41. 

Your team concluded: "The review of ONRRR— Stanford's expla- 
nations to support the contention of an estimated $200 million 
overpayment revealed that his methodologies, assumptions and 
computations were primarily judgmental and speculative in 
nature, rather than factual. Most of the data used by ONRRR 
Stanford— Mr. Biddle — was not verified or verifiable by supporting 
documentation and is not reconciled or reconcilable to accounting 
records." That is at page 45. 

My question is how could Mr. Biddle use verifiable data when 
neither ONR or Stanford had conducted annual audits as required? 

Admiral Miller. There were no audits conducted by IKIAA. 
DCAA is to conduct those audits in support of Stanford's negotia- 
tions and other administrative contracting officer functions on the 
campus. The audit data was not available from DCAA. Therefore, 
neither Mr. Biddle, nor anybody else, has the baisis for making an 
accurate estimate of what the total Government exposure at this 
University is for the period in question. 

In fact, I listened to Mr. Newton this morning use many of the 
same words« including ''speculative," when he caveated his own es- 
timation of the estimate this morning. 

Mr. Lent. Well, you know, or maybe you do not, but in conversa- 
tions with subcommittee staff your investigators admitted they had 
no idea whether the actual overpayment was larger or smaller 
than $200 million. Were you aware of that? 

Admiral Miller. I was not aware of that; but I would subscribe 
to that. I do not think we know today the actual exposure to the 
Government. 

Mr. Lent. The DCAA has already testified that their preliminary 
investigation of the effect of the MOU's between Stanford and 
ONR was that the MOU's may have cost the Government some* 
where between $15 and $18 million a year. 

Since we are talking about a 10-year period, doesn't this seem 
rather close to the $200 million dollar overpayment which Mr. 
Biddle alleged 

Admiral Miller. Mr. Newton, when he gave us that 

Mr. Lent [continuing]. Which Mr. Biddle estimated? 

Admiral Miller. Mr. Newton, when he testified to the $15 to $18 
million, said that estimate was based on the 1991 cost proposal 
from Stanford. I think it would be a stretch of judgi lent to just 
multiply that by 10 and come up with a figure for the 10 years. 

I think that is especially true, in view of the fact that over the 
entire 10-year period, Stanford University, to the best Oi my recol- 
lection, collected a total of $600 million in overhead and no one yet 
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has suggested that half of that or a third of that would fall into the 
range of what is now in cjuestion. 

I have no data on which to make an accurate estimate, sir. I do 
not think anybody does. 

Mr. Lent. You have just answered the question I was going^to 
ask you, which is whether you really do not know? You really do 
not know. 

Admiral Miller. I would have to use judgment and speculation 
to come up with a number, just like Mr. Biddle did. 

Mr. Lent. Now, Mr. Biddle had alerted your office to what he 
termed a "cozy relationship" between ONR ami Stanford. What do 
you think he meant by that? N 

Admiral Miller. I did not know what he meant by that because 
of the way it was expressed, in sort of a colloquial expression. So I 
asked the Inspector General and his team to talk to Mr, Biddle and 
find out what he meant by that. 

It is my understanding, both from the report and from talking to 
the members of the IG team during the course of their investiga- 
tion and subsequently, that Mr. Biddle's concern was expressed 
based upon a number of factors: the large numbers of MOU's in 
existence with Stanford University; that the final billing or the 
final rates were open for the entire 10-year period at Stanford; that 
we had not gone back and audited and closed out the books on each 
of those years; that his own office, he believed, had not been staffed 
adequately; that there had been inappropriate communication be- 
tween Stanford University and ONR headquarters; and that there 
had been meddling between ONR headquarters and Mr. Biddle's ef- 
forts to support an Air Force investigation. 

When the IG team looked at each of these issues, they could find 
no substantiation. In the case of the number of MOU s, we could 
find no correlation; in fact, the report goes into a discussion of the 
correlation between the numbers of MOU's at a university and its 
overhead rates. In some cases, there are universities with no 
MOU's but higher overhead rates. So, it's difficult to have a cause 
and effect relationship. 

Based upon my understanding of what Mr. Biddle's concerns 
were and what the IG Team found, we could not find any evidence 
of a co2^ relationship. 

Mr. WYDEN. Would the gentleman yield? 

Mr. Lent. I would be happy to yield to the gentleman from 
Oregon. 

Mr. Wyden. I appreciate his courtesy. 

With respect to this overly cozy relationship between the Govern- 
ment and the contractor, could you amplify what you meant, Mr. 
Biddle, when you talk about this situation? My colleague has been 
touching on vt. 

Mr. BiDDu;. I think we have an overly cozy relationship, extend- 
ing all the v/ay back to the latter part of the 1970's. For my own 
efrorts, I do not know what has been passed up by the IG Review 
Team, but we identified over 3 pages just recently, because we were 
shocked by the fact that there was no indication of partiality. We 
provided roughly three pages of documents that we thought indi- 
cated partiality to this contractor. 
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The coziness— I will give you one example, because I do not wish 
to take up too much time on this. But» in 19V8, the university was 
thrust into a situation that perhaps shifted cc^izance away fVom 
the Department of Defense to the Department of Health and 
Human Services. 

When the situation yfas brought up to 0MB— I forget what Bill 
Wilkins' role was at that time; but he put in a letter to 0MB indi- 
cating that he felt it — the cognizance — should remain with the De- 
partment of Defense. 

I was verv surprised to see a letter from Stanford University that 
must have been 6 pages in length, pointing up all the beautiful re- 
lationships that had evolved over a period of years between Stan- 
ford and ONR and the level of awareness and support they were 
receiving from ONR. If you are an oversight agency, you would not 
expect one of your contractors to be so vocal and adamant about a 
retained cognizance with them. You just sort of take it as it flows. 
If there is a shift of cognizance to another agency, you accept it. 

That is an example of the type of coziness I was referring to. 

Mr. WvDEN. I am intruding on my colleague's time. I think we 
would like that letter, and I thank the gentleman for his courtesy. 

Mr. Lent. Admiral Miller, is "partiality" synonymous in your 
mind with "cozy,'' or are they two different things? 

Admiral Miller. I tried looking up the word ''coziness" in the 
dictionary and could not find it, I must confess. When I asked the 
question, I phrased it as I considered it should be phrased, in plain 
simple English, and I did not try to amplify on that. 

Mr. Lent. When you tasked your investigators, why did you ask 
them to determine whether ONR personnel were, quote, "not being 
impartial," unquote in their dealings with Stanford? That's actual- 
ly what you asked them to do. 

Admiral Miller. That's correct. 

Mr. Lent. Is that different than "cozy" or is it the same thing? 

Admiral Miller. It was not intended to be anything more than a 
restatement of the problem that was brought to me. 

Mr. Lent. So, in fact, the real question here is whether the Gov- 
ernment's interest is being adequately protected, whether the fail- 
ure results from negligence or recklessness or deliberate wrongdo- 
ing. Isn't that the case/ 

Admiral Miller. Yes, sir, that's co? rect. 

Mr. Lent. What investigations are ongoing to determine whether 
the Government's interest are being protected, and if not, why not? 

Admiral Miller. There are a number of investigations going into 
the business aspects, including staff members of this committee 
who have been out there. The Government Accounting OHice 
which also has been out there, testified earlier this morning. Cer- 
tainly, DCAA has put substantial resources on this. 

But in addition, I have established, as I previously stated, a per- 
sonnel review team to look at ONR personnel in particular to de- 
termine if there is some administrative action that ought to be 
taken against the people involved over this entire 10-year period. 

I chartered this team to look at the entire employment of the 
Office of Naval Research over the entire period in question. I didn't 
want to delimit the effort. 
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In addition to the administrative inquiry that I chartered, the 
Naval Investigative Service has also initiated an investigation in 
this area. They are looking into the potential of criminal wrongdo- 
ing. 

Mr. Lent. Let me just ask one fmal question. It's kind of long. 
Just look at the facts here, and these were facts found to be true by 
your investigators and included in your report. 

First, they found that Stanford, among all of the other universi- 
ties, was unique because it has the highest number of MOU's of the 
36 universities under ONR cognizance. In fact, it has more than 10 
times the number of MOU's of any other of the universities. Of the 
102 MOU's Stanford had, approximately 95 of them, or 98 percent, 
relate to the subject of indirect costs. 

Second, your investigators found that the majority of these 
MOU's were negotiated without the benefit of legal review, without 
the benefit of audit, both of which are required under the regula- 
tions. 

Third, DCAA has found that these MOU's may be costing the 
Government $18 million a year, and has recommended that ONR 
withdraw from all of them. 

Now, these fp *ts, if unexplained, it would seem to me, would tend 
to support a perception of partiality on the part of ONR towards 
Stanford. I'd like to give you this opportunity to explain to me and 
to explain to the committee how the IG concluded that, despite all 
these facts, no partiality existed? 

Admiral Miller. The IG team, in their report, looked at or tried 
to establish a relationship between the number of MOU's at a uni- 
versity and the overhead rates assigned to that university. They 
could see no correlation at all between the numbers of MOU's and 
actual overhead rates charged. There are some universities that 
have no MOU's, but have higher overhead rates. 

With regard to the lack of audits and legal reviews of those 
MOU's, I concur with you that that was a failing of my organiza- 
tion to perform its duty on that campus. But as a direct correlation 
to a cozy relationship, I can't make that tie. 

You, yourself, earlier gave three plausible explanations for that 
kind of conduct, and I have seen no facts that would allow me to 
choose among those plausible explanations. I think all of them 
have a potential for validity in this case. 

As far as DCAA 

Mr. Lent. Yes, but let me just interrupt you for a minute. You 
came to the conclusion that there was no partiality. You didn't say 
that, "Well, there might have been," or "There could have been, 
you said there was "no partiality." 

Admiral Miller. They found no evidence of partiality out there, 
sir. In fact, I have discussed this point with GAO, the CAO investi- 
gators, and they also didn't find it. 

Mr. Lent. Well, I've just given you the evidence. I just rattled off 
4 or 5 circumstances, findings upon which the conclusion would be 
predicated, and despite that, the conclusion was "no partiality." 

Admiral Miller. That evidence, I believe, sir, could just as easily 
be evidence of very poor performance on that campus. 
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Mr. Lent. OK. So the fact is that you don't know that partiality 
was not present, and yet you say that there was no jpartiality. 
You're actually saying that there was no evidence of partiality. 

Admiral Miller. I am saying that I stand by the report, which 
said that they found no evidence of partisditjr on Stanford campus. 
But I will hasten to add that I have commissioned a subsequent 
personnel investigation, a personnel review, to look at the conduct 
of the people actually involved in the performance of the Govern- 
ment's business on that campus to see why their performance was 
as it is, and why it wouldn't nave been better, as the taxpayer had 
a right to expect. 

Mr. LE^r^. OK. Thank you, Mr. Chairman. 

Mr. Wyden. I didn't want to cut the gentleman off. Has the gen- 
tleman completed? 
Mr. Lent. Yes. 
Mr. Wyden. All right. 

Admiral Miller, when the questions began to arise at Stanford 
concerning their billing practices, they performed an int Tnal study 
that concluded that the Government owed Stanford approximately 
$13 million. 

Do you put any credence in the university's claim that the Gov- 
ernment owes them mone^, versus the concerns that have been ex- 
pressed that the university overbilled the taxpayers during the 
1980's? 

Admired Miller. A copy of that study has been provided to the 
Special University Team I commissioned to represent the Govern- ^ 
ment. Based upon what I have seen, I would not put any credence 
in that conclusion. 

Mr. Wyden. You don't find any evidence, then, that the Govern- 
ment owes money? 

Admiral Miller. I have seen no evidence that the Government 
owes Stanford monev. 

Mr. Wydew. Would you characterize Stanford's internal investi- 
gation as a good-faith effort, in your view, to get at the kind of 
problems that have been outlined to the subcommittee today? 

Admiral Miller. I haven't seen the internal working papers that 
supported the conclusion that was in the report. The report that 
was put forward was unsubstantiated, as far as I'm concerned. The 
conclusions in that report were not substantiated in the report that 
was released. 

Mr. Wyden. Do you see other evidence that would indicate an 
effort by Stanford, a good-faith effort to try to get out these prob- 
lems? 

Admiral Miller. Yes, sir, I do. In fact, I was ve^ much gratified 
by the fact that they are employing one of the Big 6 accounting 
firms to help them establish adequate internal controls. By bring- 
ing in outside advisonr groups, it looks like to me they're trying to 
bring peer review and outsiae vision into their business operations 
on campus. 

Mr. Wyden. But what I'm more interested in is what's taken 
place to date to the 1980's. Do you feel that there has been a good- 
faith effort to get to the bottom of the kind of problems that the 
subcommittee has seen with respect to overbillings during the 
1980's? 
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Admiral Miller. I would expect that Stanford right now would 
be scrubbing all of their cost pools for the period in question, but I 
have no evidence, in fact, that they are doing that. 

Mr. Wyden. ok. Admiral, of all the charges that have been dis- 
covered by the subcommittee, by the Office of Naval Research, by 
the DCAA, by the Greneral Accounting Office, have there been any 
chafes brought to light that you are aware of where Stanford was, 
m eftect, first on the scene and discovered the charges themselves? 

Admiral Miller. Not that I can recall, sir. 

Mr. Wyden. OK. Do you think that that's acceptable? 

Admiral Miller. No, sir. When evidence showed that their cost 
pools contained unallowable charges, I believe a responsible man- 
ager would go into the rest of the cost pools and find them before 
the auditor did. 

Mr. Wyden. If there has been the kind of pattern of overbilling 
that's been discussed, why hasn't there been a comprehensive 
scrubbing of these bills and problems brought to you? 

Admiral Miller. You're asking a question of me that only Stan- 
ford could offer an answer to. 

Mr. Wyden. But you don't think there's any justification for that 
not being done, the scrubbing 

Admiral Miller. I believe a responsible manager, based upon 
what is known now, would be scrubbing those cost pools. 

Mr. Wyden. And why is the Government, in effect, tolerating it? 
I mean, it hasn't been done at this point, so I think taxpayers lis- 
tening to this hearing would say that the Government is tolerating 
it. Shouldn't that be something that the Government directs the 
university to do and do immediately? 

Admiral Miller. We have spoken to the university in particular 
about the years 1981 and 1982, which had come into question, and 
asked them if they are going to go back and start scrubbing them, 
and, in fact, were told that they're going to stand by those costs. 

Mr. Wyden. But have you all directed the university to scrub 
these accounts and bring problems to you? 

Admiral Miller. No, sir, we have not. Stanford is still, to the 
best of my knowledge, standing behind their original submissions. 

Mr. Wyden. But do you believe that it would be appropriate for 
your Agency at this point to direct the university to scrub these 
accounts and bring problems to you? 

Admiral Miller. You have asked a question that I hadn't previ- 
ously considered, and before I would direct them, I need to talk to 
my contracting officers and legal advisors to see if I have that 
right. But it sounds like a reasonable course of action if, in fact, I 
have the right. 

Mr. Wyden. So you think that that would be a reasonable step 
for your Agency to pursue, and you want to talk to your people 
about it. 

Mr. Biddle, do you think that would be a reasonable step on the 
part of Admiral Miller at this point? 

Mr. Biddle. I think it would be reasonable, but Vm not encour- 
aged by it. I'll give you an example. We have taken heart in the 
fact that we have a Big 6 firm coming in to assist in review of 
costs, in effect to review internal controls. 
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At the initial inquinr that I had with the partner from Arthur 
Andersen, I questioned him about what his experience was in re- 
viewing internal controls at educational institutions, especially 
ones that had high research procurement levels, and he said, I 
have none." 

Now, to me, that indicated that there was an expressed desire on 
the part of the university not so much to get great expertise as to 
get some great shadow enect of a Big 6 firm. 

Fm not encouraged that Stanford would be so forthcoming. Most 
of the instances aware of— where there were questioned costs 
identified by DCAA or GAO— were not situations where Stanford 
forthrightly stepped up in a sense of a voluntary disclosure and 
said, ''Here is a situation that we think is remiss." It was first 
noted by Government and then responded to by the university. 

Mr. Wyden. Well, I think that s a very significant point, Mr. 
Biddle, because what you've told me, as I understand it, is that it 
would be a reasonable concept to have this kind of scrubbing, but 
that, in this case, it wouldn't do much good because there's not the 
commitment to really turn this problem around, and I fmd that a 
very significant statement. 

Now, Admiral, do you believe that Stanford's accounting proce- 
dures and internal controls were lax during the 1980's? 

Admiral Miller. Yes, sir, I do. 

Mr. Wyden. And in what respect? 

Admiral Miller. I do not find any evidence that Stanford man- 
agement was aware of what was going into the cost pools, and 
therefore what was being charged off to the Government. 

We have heard evidence €dl morning long and into the afternoon 
about unallowable costs contained in these cost pools, costs that — 
without question, such as alcohol-related costs— would not be ac- 
cepted by the Government as allowable under any circumstances, 
let alone with respect to support for research. 

Mr. Wyden. Do you think that the necessary controls have actu- 
ally been implemented, and I want to use that word specifically, in 
the accounting system as of this time? 

Admiral Miller. I know of no changes in the accounting system. 
All I know about is initiatives to correct them. 

Mr. Wyden. That doesn't sound to me that the university is yet 
being responsible in its relationship with the Government. Is that 
correct? 

Admiral Miller. Their response to the inadequate internal con- 
trols, I believe, is their bringing in of the Arthur Andersen firm. I 
consider that a responsible act, but it has not yet resulted, to my 
knowledge, in any obvious changes in those internal controls. 

Mr. Dingell. Would the gentleman yield? 

Mr. Wyden. I'd be happy to. 

Mr. Dingell. I am somewhat awash in this myself, trying to un- 
derstand what the internal controls are. If you have internal con- 
trols that don't work, if it's because of lack of competence, you'll 
find mistakes all over the place. Is that right? 

Admiral Miller. Yes, sir. 

Mr. Dingell. But if you find internal controls that don't work 
because they are conferring advantage to one party or the other 
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party on a uniform basis, then you have to construe this as mean- 
ing that something different is ^oing on, don't you? 

Admiral Miller. The lack of mternal controls and their effect on 
the cost pools, I believe, has resulted in all costs relating to a cer- 
tain activity of the university appearing in cost pools that would be 
subsequently charged to the Government. All costs. I see no evi- 
dence that they're trying to pull out anything. 

Mr. DiNGBLL. And no evidence that they tried to keep out any- 
thing. 

Admiral Miller. That's correct. 

Mr. DiNGELL. And no evidence that they were failing to insert 
into these cost pools things that should have been there. 

Admiral Miller. That^ correct. We're finding evidence that, in 
fact, totally unallowable costs, like some of those mentioned this 
morning, are in those costs pools. 

Mr. Dingell. Admiral, what would I infer from this? Would I 
infer here that there's fraud, or just simply sharp practice, or what 
conclusion would I be driven to if I were to analyze it through your 
eyes? 

Admiral Miller. I don't have any evidence today of a fraudulent 
act at Stanford. 

Mr. Dingell. Ck>uld you rule out, then, sharp practices? 

Admiral Miller. I'm not sure how you're defining "sharp prac- 
tices," but I would certainly subscribe to the comment made earlier 
that Stanford was particularly aggressive in trying to recoup costs 
in support of Government research. 

Mr. Dingell. Regardless of whether they were allowed or not? 

Admiral Miller. In many instances, we have seen examples of 
their trying to recoup costs that were not allowed. 

Mr. Wyden. I thank the chairman. 

My point. Admiral, is that you have told this member that the 
necessary controls have not been implemented; as of this point, the 
accounting system hasn't been fixed. What I am concerned abou t is 
given those problems, whether Stanford currently can be a respon- 
sible contractor in its relationship with the government. And it 
seems to me, based on what you have said, they cannot be a pres- 
ently responsible contractor, and I would like you to tell me wheth- 
er vou think they are, or whether they aren't today. 

Admiral Miller. We have recently discussed within my office 
this particular question, including the responsiveness of this con- 
tractor, and what administrative or other measures might be taken 
as a result of this. The conclusion is, based upon not only what 
they have in place today, but based upon the activities that we 
have seen to improve their accounting practices, we do not have 
sufficient basis for taking any punitive action as you would with an 
unresponsible contractor. 

That having been said, I think it is important to add that based 
upon some of the things we have heard this morning, which we 
had not previously heard from the General Accounting Office, for 
example, that I have directed the head of my Special University 
Team and my corporate counsel to meet and work with DCAA and 
the Naval Investigative Service and the GAO, if that is permitted 
by the committee, to develop further facts in this case. 

Mr. Dingell. Would the gentleman yield? 
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Mr. Wydbn. I would be happy to. 

Mr. DiMGELL. We^have a little problem with regard to certifica- 
tion. There were at least 2 years in which Stanford certified that 
there were no unallowable costs in their submissions. Is that right? 

AdmitBl Miller. That is correct, sir. 

Mr. DiNGELL. As I understand, certification improperly made is a 
criminal act; is that right? 

Admiral Miller. I have discussed that particular point with 
counsel, and have been advised that that is a difficult point to 
make, and that based on our current evidence — and all I can say is 
based upon what I know right now — that I don't have a basis to 
conclude that point, but that is one of the reasons that we are 
going to be working very closelv with the GAO— with the commit- 
tee's permission, of course — ana with DCAA, to address that issue. 

Mr. DiNGELL. Would I be fair in inferring that this is a matter 
into which vou are going to be inquiring most diligently? 

Admiral Miller. Yes, sir, you may infer that. 

Mr. Dingell. I find myself curious. Certification is required by 
Federal statute. It says that you certifv something, and you do so 
under pain oi' criminal prosecution. Is that right? 

Admiral Miller. I am setting into an area of law, sir, where I 
have no competence at all, and I would need legal assistance in 
order to address this adeauately. 

Mr. Dingell. You wouldn't want to give me the impression that 
it didn't mean anything, that you could certify to anything you 
wanted and you weren't going to be held accountable for it, would 
you? 

Admiral Miller. No, sir, I don't believe when I sign something 
that it means nothing, and I anticipate similar respect from others 
who sign documents. 

Mr. Dingell. I thank the gentleman. 

Mr. Wyden. I thank the chairman. 

Admiral, suspension and debarment procedures are in place in 
the Federal Government, and they are there not to be punitive in 
nature, but rather to protect the taxpayers' interest at any point in 
time. 

Now if the subcommittee can't be sure that Stanford has not 
only taken the necessary corrective action, but implemented those 
corrective actions with the controls, with the accounting proce- 
dures, I think the taxpayers are going to say why shouldn't they be 
suspended in order to protect the taxpayers interest? 

Why hasn't the Office of Naval Research taken this action, the 
question of suspending the university, until it takes the necessary 
steps to protect the taxpayers' interest? 



was among those potential actions the Government could take 
against Stanford, and among those that we discussed with counsel. 

In fact, I discussed it in particular with a counsel who has exten- 
sive experience in suspension and debarment proceedings with 
Government contractors, and I have been advised that the types of 
remedies that we would seek from a contractor through suspension 
or debarment are similar to those that, in fact, Stanford has put in 

Clace. And so at the present time, we would probably not have the 
asis for taking that action. 




Miller. The potential 




debarment 
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Mr. Wyden. So suspension or debarment is not under consider- 
ation at this point? 

Admiral Miller. Suspension or debarment is not sufficiently jus- 
tified, based on what I know today, but it remains among the po- 
tential actions that the Government may take, based upon any 
facts that may be developed in the future. 

Mr. Wyden. Are you concerned about the situation of giving 
Stanford additional time to implement these internal controls and 
accounting changes, letting Federal dollars flow to the university, 
producing a situation where the Government essentially is still at 
risk in the process? 

Admiral Miller. One of the things that we have accomplished at 
Stanford University through the Special Team that we formed is a 
negotiated agreement with the university that any changes that we 
might make th\:^ year with ri^ard to MOU's or in setting their 
rates is retroactive to the beginning of this fiscal year, to October 
1, 1990. So I believe that the Government's exposure this year has 
been contained, as was one of my original priorities in putting to- 
gether our action. 

Mr. Wyden. And you would anticipate using that kind of 
remedy, the ability to collect money retroactively, as one tool to 
protect the taxpayers from this point on? 

Admiral Miller. That is correct, sir, because if we And, for ex- 
ample, that the billing rate should be lowered, and refigure how 
much the university has been paid over the fiscal year to date and, 
if they have been overpaid, then on the next billing, that billing 
would be decremented. 

Mr. Wyden. Let me recognize my colleagues at this time, the 
gentleman from Georgia or the gentleman from Michigan. 

The gentleman from Georgia. 

Mr. Rowland. Thank you, Mr. Chairman. 

I want to ask Mr. Dolan a couple of questions. 

Mr. Dolan, as Director of the university Business Affairs Office, 
what is your view of what went wrong at Stanford? 

Mr. I)oLAN. Well) sir, I feel that we did not have timely auditing 
to cover the financial controls and the financial management at 
that university, in addition to some failures that were made within 
our own organization with respect to requesting auditing. 

Mr. Rowland. Wasn't it up to the Navy to call in these audits? 

Mr. Dolan. Sony, sir? 

Mr. Rowland. Wasn't it up to the Navy to call in these audits? 
Mr. Dolan. Yes, sir. 

Mr. Rowland. Why wasn't your office more vigilant, then, in 
deaiingwith that? 

Mr. Dolan. Sir, we have an operating guide for our contracting 
officers that outlines the procedures that they are to follow in con- 
nection with the negotiation of indirect cost rates and MOU's with 
special studies. Amongst those procedures is a requirement to seek 
audit support. 

Mr. Rowland. But the audits weren't sought, were they? 
Mr. Dolan. That is correct, they were not. 
Mr. Rowland. So then the vigilance wasn't there that should 
have been? 
Mr. Dolan. That is cor\ net. 
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Mr. Rowland. Mr. Simpson, you were the Resident Representa- 
tive at Stanford for a number of years» I believe. 
Mr. Simpson. Coned. 

Mr. Rowland. How could Paul Biddle immediately see mcgor 
problems at Stanford that you did nothing about for years? 

Mr. Simpson. Mr. Biddle identified the lack of audits that we 
weren't getting when he came aboard^ and proceeded to get some 
movement in that direction. 

Mr. Wyden. Let me just interrupt the gentleman from Georgia. 
As Chairman Dingell reminds us» the mikes frequently don't work 
very well in this room, and Mr. Simpson, I don t think anv of us 
could get your response to the gentleman from Greorgia, and if you 
could just repeat that. 

Mr. Rowland. Repeat his answer? 

Mr. Wyden. Could you hear him? I couldn't hear him. 

Mr. Rowland. I did not. 

Mr. Simpson. Would you repeat the question, then, please? 
Mr. Rowland. Well, you were the Resident Representative at 
Stanford for a number of years? 
Mr. Simpson. That is correct. 

Mr. RowiAND. 10 years. How could Paul Biddle immediately see 
a major problem at Stanford that you did nothing about for these 
years? 

Mr. Simpson. I don't know about that, but during my tenure as 
the ACO, I did try to get audits when I could, and I was advised by 
DCAA at different times that universities were low risk contrac- 
tors, and they wanted to put their resources in areas of greater 
pay-off. 

Mr. Rowland. Well, how did the Navy sign all these MOU's 
without doing the required legal and audit work that should have 
been done? 

Mr. Simpson. My understanding, when the initial MOU's were 
put in place in 1979, the DCAA auditors were in attendance at the 
negotiation of those agreements. 

Mr. Dingell. Would the gentleman yield? 

Did you say that the auditors were in attendance during the ne- 
gotiation? 

Mr. Simpson. That is my understanding. 

Mr. Dingell. Were there legal opinions, and were there consulta- 
tions with the l^al people also? 
Mr. Simpson. Legal review was not made. It wasn't required. 
Mr. Dingell. No legal review was made. 

Did the auditors have a chance to do a prior study or analysis 
before the MOU's were agreed to? 
Mr. Simpson. In a number of cases, yes. 

Mr. Dingell. And when you say in a number of cases, "yes," I 
would infer from that statement that you are telling me in a 
number of cases, no. 

Mr. Simpson. *ihat is correct. Some MOU's were more adminis- 
trative in nature than they were 

Mr. Dingell. Beg your pardon? 

Mr. Simpson. Some MOU's were administrative in nature. 
Mr. Dingell. But a goodly number of them dealt with financial 
questions and questions of compensation; is that right? 
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Mr. Simpson. That is correct. 

Mr. DiNGELL. And even the other questions which were adminis- 
trative in character also dealt with financial questions^ did they 
not? 

Mr. Simpson. Yes^ sir. 

Mr. DiNGELL. Now if I am an auditor^ and I am called in, and I 
sit in a room, and I hear a brief discussion and then the siening 
takes place, have I been i)roperly consulted in connection with the 
business that is to transpire, or not? Particularly if it involves the 
signing of an MOU between, let^s say, Stanford University and a 
Government contracting agency? 

Mr. Simpson. Well, it is my understanding the auditors were fur- 
nished copies of the proposed MOU before any of the negotiations 
took place. 

Mr. DiNGELL. Provided copies when? 

Mr. Simpson. It could be 30 days, it could be a couple of months 
ahead of time. 
Mr. DiNGELL. Could have been 30 minutes? 
Mr. Simpson. Unlikelv. 
Mr. DiNGELL. Pardon? 
Mr. Simpson. That would be unlikely. 
Mr. DiNGELL. Unlikely. 

Would it be likely that they were given 30 days? 
Mr. Simpson. I think so, yes. 

Mr. DiNGELL. But no legal opinions and no legal assessment? 

Mr. Simpson. No legal opinions, no. 

Mr. DiNGELL. I thank the gentleman for yielding to me. 

Mr. Rowland. I have no further questions. 

Mr. WvDEN. The gentleman from Michigan? 

Mr. DiNGELL. Mr. Chairman, just very briefly. 

Mr. Dclan, when did you and Mr. Simpson first discover the 
events that were associated with the questions that are now in- 
quired into by this committee relative to overcharging and improp- 
er charging by Stanford? 

Mr. DOLAN. I first discovered it, sir, when we received notice of 
the FOIA request and then the information was submitted to my 
ofnce. 

Mr. DiNGELL. When was that? 

Mr. DoLAN. I believe it was in June 1990. 

Mr. DiNGELL. In June 1990. Who submitted that request, if you 
please? 

Mr. DoLAN. The Freedom of Information Act? 
Mr. DiNGELL. Yes. Who submitted the FOIA request? 
Mr. DoLAN. It was the San Jose Mercury News. 
Mr. DiNGELL. Beg your pardon? 

Mr. DoLAN. The San Jose Mercury News. That is my understand- 

^r. DiNGELL. So then it was the press that discovered it? 

Mr. DoLAN. I was responding to your question of when did I first 
fmd out these allegations that Mr. Biddle was making. 

Mr. DiNGELL. So the press really brought it to the attention of 
your office; is that right? 

Mr. DoLAN. That is correct. 

Mr. DiNGELL. That was, you say, in June 1990? 
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Mr. DoLAN. Well, I believe the FOIA request was in May or June 
1990. 

Mr. DiNGELL, What did vou do about this? 

Mr. DoLAN. Immediately when I became aware of a particular 
piece of information that was included in the FOIA request, I re- 
quested, via my director, that the Assistant Chief of Naval Re- 
search have the IG look at these allegations. I submitted that re- 
quest, sir. 

Mr. DiNGBLL. Now, Mr. Biddle, when did you first become aware 
of this information? 

Mr. BmoLE. I believe I came into Stanford about mid-October. 
Within the first week that I 

Mr. DiNGBLL. Ot what year? 

Mr. Biddle. Of 188H. 

Mr. DiNGELL. 1988. 

Mr. Biddle. And within the first week that I was there, I was 
invited to attend a meeting put on by Janet Sweet, the assistant 
controller at Stanford, to brief us on the library component of the 
overhead. Upon my return to the office, I advised Rob Simpson 
that I thought we were being ripped off because of the absence of 
documents. 

Mr. DiNGBLL. This was in Octot^r 1988? 

Mr. Biddle. It was in October 1988. 

Mr. Dingell. In the summer of 1988? 

Mr. Biddle. Beg your pardon? 

Mr. Dingell. Summer 1988? 

Mr. Biddle. October 1988. 

Mr. Dingell. October. All right. 

Mr. Biddle. We bantered about this thought for quite some time. 
By February it was very significant, and I started documenting the 
difficulties associated with the development of overhead. I chose in 

E articular the library study. As I went to the file drawer, I was told 
y Jack Ducey and Rob Simpson, if you think they're such damned 
bad overhead rates, why don t you detail why they are so bad? So, I 
just pulled one out, the library study was the thickest folder, and 
chose that to initiate the documented critiquing of the development 
of overhead components. 
Mr. Dingell. Now say that again, please. I want to follow this. 
You asked for a particular folder and the library pulled out a dif- 
ferent folder? 

Mr. Biddle. No, no, no — clarification. There was some disbelief 
on the part of Jack Ducey and Rob Simpscn that we would have a 
problem with the overheads, which I feel low is rather unaccept- 
able because of all the comments that have been made by the HHS 
in 1983, which both of them were privv to. They should have been 
very much aware that there were problems with overheads as far 
\>ack as that, if not previously, but in February I agreed with Jack 
and Rob 

Mr. Dingell. This is February of what year? 

Mr. Biddle. 1989. 

Mr. Dingell. 1989. 

Mr. Biddle. That I would document one particular component of 
the overhead. You have ^ remember at this time emphasis was 
being placed upon administ live problems at Stanford. 
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I had no staff. Mv staff had departed and I was left alone for 5 
months to handle all the administrative workload within an ofHce. 

The point was made to me, well, if you think they're so damn 
bad, and I believe that was the phrase or if not that, it was so bad, 
why don't you go in and show us how they're so bad, and I said 
what component of the overhead do you wish me to review? 

They said you choose the component you want to review. 

I went over into our office adjacent where we have our files, 
opened the overhead drawer, saw several components of over- 
head—as you ha^^e heard, there are various special studies— and 
just reached in and the thickest folder was the library component, 
and that was the one that I chose. 

Mr. DiNGELL. What did you do then? Did you make this informa- 
tion available toyour superiors? 

Mr. BiDDLB. There was — well, it took time to document it. It 
wasn't immediately 

Mr. DiNGBLL. Be^ pardon? 

Mr. BiDDLE. There was not an immediate turn-around in Febru- 
ary. It reouired time to go through and analyze it but, yes, there 
were two letters put out. One I believe was put out in March 1989 
and a second one — I recall exactly because I was working on a holi- 
dav— July 4, 1989. It was then I put out a second letter. 

Mr. DiNGBLL. These letters were put out by you? 

Mr. BiDDLB. By me. 

Mr. DiNGBLL. To? 

Mr. BiDDLB. To Stanford University detailing inadequacies within 
the development of the library component of overheads. 
Mr. DiNGBLL. Were those letters cleared with your superiors? 
Mr. BiDDLB. Yes. Most definitelv. 

We had a policy, which I could identify in the area of partiality, 
that I would send all my reports up to Rob at that time, and there 
was good reason for that. I don't mean to be critical of the fact that 
they were being sent up. There would be considerable exchange of 
inputs about choice of wording. 

This ultimately led to my dissatisfaction with that arrangement 
and a desire to scrub that down the road. 

One particular instance of that point— I'm going to divert from 
overhead since we're talking about the rewrite ability — when I 
found weaknesses in the voucher area of the university, I wrote a 
rather stinging letter to the Stanford Controller's omce setting 
them on notice and wanting to advice DCAA of the shortcoming. 
The assistant controller requested that Rob Simpson intervene and 
have the letter retracted. I still believe that the positions at that 
time were valid, but the letter was retracted eventually by ONR. 

Mr. DiNGBLL. The letter was retracted? You mean your letter 
was retracted? 

Mr. BiDDLB. Yes. 

Mr. DiNGBLL. Who retracted it? 

Mr. BiDDLB. My superior, Rob Simpson. 

Mr. DiNGBLL. Who? 

Mr. BiDDLB. Rob Simpson. 

Mr. DiNGBLL. Mr. Simpson? 

Mr. Simpson. At question was the tone of the letter. 
Mr. DiNGBLL. Why did you retract this letter? 
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Mr. Simpson. We didn't retract the letter. We retracted the tone 
of the letter. 

Mr. DiNGELL. You retracted the tone. That is an interesting 
statement. 

How does one retract the tone and not retract the letter? 

Mr. Simpson. We would like to have him write it over and use a 
more professional tone when he was addressing the university as a 
representative of the Government. 

Mr. DiNGELL* Was the letter then resubmitted or not? 

Mr. BiDDLB. We have two different instances of letters 

Mr. DiNGELL. Beg pardon? 

Mr. BiDDLE. We have two different instances of those types of 
things happening. 

I am very forceful when I And things are improper and I feel 
there has to be a little bit of passion in the contract administration 
function. 

Mr. DiNGELL. You say then that you had two of your letters re- 
tracted? 
Mr. BiDDLE. Yes. 

Mr. DiNGELL. What was the second letter that was retracted? 

Mr. BiDDLE. 1 can't recall now. They are normally one-pagers but 
they are quite to the point and they are rather caustic and the 
intent is to have correction. 

I am not trying to develop a relationship. 

The concept of what I call— what DHHS referred to as accommo- 
dation by ONR to the university in 1983 and which I characterized 
as ''coziness'' is not on my agenda. My agenda was 

Mr. DiNGELL. Did Mr. Simpson have that letter retracted too? 

Mr. BiDDLE. I believe neither one of those letters actually went 
through. It was really a rather involved process of an exchange of 6 
or 7 positions on how it should be written. 

Mr. DiNGELL. Then maybe Mr. Simpson could help us. Mr. Simp- 
son, did you stop these letters from gomg out? 

Mr. Simpson. They weren't letters. They were 

Mr. DiNGELL. Beg pardon? 

Mr. Simpson. I think what Mr. Diddle is talking about is parts of 
a critioue he was doing on the Stanford Library Study. 

Mr. DiNGELL. Yes» but he said he wanted to send two letters out, 
and neither of which went out. Now if they didn't go out, I assume 
he wanted to send them out. I assume somebody else didn't. You 
were his supjerior. Did you stop them from going out? He didn't 
stop them. Did you? 

Mr. Simpson. I am not familiar with the letters he is talking 
about. 

Mr. DiNGELL. You are not familiar? 
Mr. Simpson. No. 

Mr. DiNGELL. Well, you were apparently familiar with one 
enough to say that you objected to the tone. 
Mr. Simpson. That's correct. 

Mr. DiNGELL. You didn't object to the letter but you objected to 
the tone. Now is that right? 

Mr. Simpson. He was talking about two other letters. 

Mr. DiNGELL. But if you are not familiar with the letter, how can 
you tell me that you didn't object to the letter but you objected to 
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the tone and then to say that you stopped it but to say that you are 
not familiar with it? 

I am having some difficulty with this. Could you help me. 

Mr. Simpson. T thought Mr. Biddle was describing two other let*- 
ters when he was 

Mr. DiNGELL. Let's stay with the first and tl\en let's go to the 
other two. 

I understood there were only two and not three. 
There were three letters which were stopped? Two. OK, there 
were two. 

We have discussed the first. You stopped it because of the tone, 
is that right? 
Mr. Simpson. He sent th^ letters. 
Mr. DiNGELL. Beg pardon? 
Mr. Simpson. No, he sent the letters. 

Mr. DiNGELL. The letter was sent. Was the letter sent, Mr. 
Biddle? 

Mr. Biddle. The letter was sent to Janet Sweet. Janet Sweet 
complained of its contents. She didn't want this being existent. 

She asked that Rob Simpson retract it on the part of ONR and I 
undersf .nd she said you have the authority to do that— you're his 
boss. 

Now this to me impacts an AGO negatively, especially if there 
were grounds for it. 

Mr. DiNGELL. So it was Stanford that had the letter retracted, is 
that right? 

Mr. Biddle. Stanford initiated the request. 

Mr. DiNGELL. Beg pardon? 

Mr. Simpson. The letter wasn't retracted. 

Mr. DiNGELL. The letter wasn't retracted? 

Mr. Simpson. The tone of it. 

Mr. DiNGELL. How is a letter not retracted when Mr. Biddle tells 
me it was? Either the letter was retracted or the letter was not re- 
tracted. 

Stanford asked you to retract it. Did you retract it? 

Mr. Simpson. I did not retract it. 

Mr. DiNGELL. D^yes the letter still stand then? 

Mr. Simpson. Yes, it does. 

Mr. DiNGELL. Does it still stand, Mr. Biddle? 

Mr. Biddle. I'm glad to hear that today. 

Mr. DiNGELL. No, no, no. I don't want you to hear something for 
the first time. 
I am hearing it for the first time. 
I want you to tell me what you know. 

Mr. Biddle. My understanding is that it was retracted and it was 
forcefully retracted also. It involved other people. 

Mr. DiNGELL. It was forcefully retracted? Was it done in writing? 

Mr. Biddle. Let me characterize that It was not a matter of a 
casual request: If you find this to be unacceptable in its language, 
would you please advise to pull it back? That to me is what I call a 
casual request for retraction. 

Mr. DiNGELL. So what kind of communication did you receive in- 
structing you to retract this letter? 
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Mr. BiDDLE. There was another party in the university involved 
in this. It involved myself, the Director of Sponsored Projects at 
Stanford University and Janet Sweet. 

Now Janet Sweet was involved because it involved one of her 
subordinates. 

Mr. DiNGELL. And she got on the phone to you, Mr. Simpson at 
this time, did she? 
Did she speak to you? Pardon? 
Mr. Simpson. I don't remember any 

Mr. DiNGELL. Well, to whom did she speak? Do you know? Any- 
body know? 

Mr. Simpson. I believe they sent a letter to 

Mr. DiNGELL. Who is they? 

Mr. Simpson. They, Stanford, sent a letter to the ONR complain- 
ing about the letter. 
Mr. DiNGELL. Complaining about the letter. 
Mr. Simpson. Yes. 

Mr. DiNGELL. All right. Now to whom was that letter sent? 
Mr. Simpson. I think it was sent to me. 
Mr. DiNGELL. Sent to you? 
Mr. Simpson. Yes. 

Mr. DiNGELL. What did you do when you received that? 
Mr. Simpson. I talked to Mr. Biddle about it. 
Mr. DiNGELL. You talked to Mr. Biddle about it? 
Mr. Simpson. Yes. 

Mr. DiNGELL. And what did you tell Mr. Biddle? 

Mr. Simpson. I told him I didn't think the tone of th« lecter was 
very professional. 

Mr. DiNGELL. Did you disagree with the content of the letter? 

Mr. Simpson. I didn't disagree with the content of the letter, no. 

Mr. DiNGELL. Mr. Biddle, did Mr. Simpson disagree with the tone 
of the letter or did he disagree with the substance? 

Mr. Biddle. He defmitely disagreed with the tone of the letter. 

Mr. DiNGELL. How about the substance? 

Mr. Biddle. With respect to the substance, we had an exchange 
by electronic mail through the campus E-Mail. There is full docu- 
mentation of the fact that Janet Sweet was coordinating directly 
with Rob Simpson on this, that she wanted that letter retracted be- 
cause it did not appear favorable to Stanford. 

Mr. DiNGELL. Because what? 

Mr. Biddle. It did not appear favorable to Stanford, that these 
breakdowns in internal controls in the voucher area could be occur- 
ring. 

Mr. DiNGELL. Was there any quarrel about the content of the 
letter? 

Mr. Biddle. Beg your pardon? 

Mr. DiNGELL. Was there any quarrel about the content of the 
letter? With Stanford or with Mr. Simpson? Mr. Simpson appears 
to have reservations. 

Mr. Biddle. The direction I received on that letter, and I never 
thought this would be such a significant letter at the time, but the 
instruction I received was that unless I could get corroboration and 
support from Fred Bentley to support the contentions I had identi- 
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fied in the letter — now this is a University staffer who has the 
interface with 

Mr. DiNGELL. Unless you receive corroboration from Bentley, a 
University staffer? 

Mr. BiDDLE. Right. 

Mr. DiNGELL. That you would do what? 
Mr. BiDDLE. That I was to retract the letter. 
Mr. DiNGELL. But this was an instruction? 
Mr. BiDDLE. That was an instruction. 

Mr. DiNGELL. Now Mr. Simpson, you have heard this. Is this a 
fair statement or not? 
Mr. Simpson. No, it isn't. 

Mr. DiNGELL. Now you have said it is not a fair statement 

Mr. Simpson. To my recollection it was nothing like that. 
Mr. DiNGELL. Will you inform me then in what way this is not a 
fair statement? 

What has Mr. Biddle told the committee that you differ with or 
that is not truthful? 

Mr. Simpson. To my recollection I did not ask him to pull the 
letter. 

Mr. DiNGELL. You did not? 
Mr. Simpson. No. 

Mr. DiNGELL. Was this done in writing, Mr. Biddle, or was this 
done in a phone call? 
Mr. Biddle. Please 

Mr. DiNGELL. Was this done in a phone call or face-to-face discus- 
sion or was it done in writing? 

Mr. Biddle. The exchange between Mr. Simpson and myself? 

Mr. DiNGELL. Between Mr. Simpson and yourself. 

Mr. Biddle. It was done on the phone but there was reference to 
it in the Electronic Mails exchanged between myself and the Direc- 
tor of Sponsored Projects. 

Mr. DiNGELL. Did that appear in the Electronic Mail? 

Mr. Biddle. Yes. 

Mr. DiNGELL. It did. Pardon? I didn't hear. 

The subcommittee staff will be pursuing this with a modest in- 
terest. 

Did you report any of this to Mr. Dolan, who i^ your superior, 
Mr. Simpson? 
Mr. Simpson. No, I didn't. 
Mr. DiNGELL. Why not? 

Poor Mr. Dolan is sitting there next to you and he has told the 
committee with great distress that he was not informed of these 
events until 2 years lat^r when he was approached by the press? 

Mr. Simpson. Are you talking about the specific letter now? 

Mr. DiNGELL. I am trying to understand how the communications 
flow in this office. 

Mr. Biddle is saying 

Mr. Simpson. I'd have to 

Mr. DiNGELL. This is not right and you were saying that you 
object to the tone. You tell him to withdraw the letter. You have 
personal discussions with him. You have Electronic Mail communi- 
cations. You agree with the substance. You don't agree with the 
tone. You suggest that he get corroboration from a staffer at the 
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university. You do all this at the request of a member of the uni- 
versity staff. 
Mr. Simpson. I never withdrew the 

Mr. DiNGELL. I am trying to find out why with a controversy of 
this sort you didn't bring this to the attention of poor Mr. Dolan, 
who sits there unaware of all of these things that are going on. 

Now can you help me and tell me why Mr. Dolan was not in- 
formed, and he has to hear about it from the press? 

Mr. Simpson. I don't think this letter had anything to do 
with 

Mr. DiNGELL. Beg pardon? 

Mr. Simpson. This letter did not have anything to do with the 
subsequent FOIA. 
Mr. DiNGELL. The letter didn't have anything to do with what? 
Mr. Simpson. I don't think so. 
Mr. DiNGELL. I am having trouble hearing. 
Mr. Simpson. With the press. 
Mr. DiNGELL. I'm sorry? 

Mr. Simpson. If we are talking about the letter that I am think- 
ing about 

Mr. DiNGELL. We are talking about the first letter, to which 

Mr. Simpson. Mr. Biddle's 

Mr. DiNGELL [continuing]. Mr. Biddie has been addressing him- 
self. 

Mr. Simpson. Mr. Biddle's frustration in dealing with the univer- 
sity. 

Mr. DiNGELL. And you had him withdraw it? 
Mr. Simpson. No, I did not have him withdraw it. 
Mr. DiNGELL. Well, what did you have him do? 
Mr. Simpson. I just talked to him about it, about the tone of the 
letter. 

Mr. DiNGELL. And you talked to him about the tone? 
Mr. Simpson. Yes. 

Mr. DiNGELL. Now when you talked to him about the tone, you 
said, my, my! The tone is terrible! 
Or did you say my, my, the tone is terrible, withdraw it! 
Mr. Simpson. I just said the tone is terrible. 
Mr. DiNGELL. You didn't tell him to withdraw it? 
Mr. Simpson. No. 

Mr. DiNGELL. Why is it he has the distinct impression that you 
told him to withdraw it? 
Mr. Simpson. You'll have to ask Mr. Biddie. 
Mr. DiNGELL. Beg pardon? 

Mr. Simpson. You'll have to ask Mr. Biddie. I can't 

Mr. DiNGELL. Well, Mr. Biddie is sitting there as confused as I 
am and I am trying to get you to help me. 
Mr. Simpson. I am quite confused about it also. 
Mr. DiNGELL. Beg pardon? 
Mr. Simpson. I am confused about it also. 

Mr. DiNGELL. All right, then, let us address then the second 
letter, now that we are thoroughly confused with regard to the 
first. 

What about this second letter? Did you withdraw it also, Mr. 
Biddie? 
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Mr. BiDDLE. That would be— let me go into that one. 

WeVe a little bit off the librarv component^ and when I first rec- 
ognized it but I think there is value in that. 

We had a Memorandum of Understanding that I was supposed to 
sign and you have to understand when you come into a situation as 
complex as Stanford youVe got a ramp-up. You have to have time 
to absorb and understand. 

So in the beginning I relied heavily upon the advice provided to 
me bv the people who were superior to me and who had been to 
Stanford before. 

When I began to look at some of the MOU's though, I was a little 
bit reluctant, and I balked at signing the memorandum. I didn't 
think there was adequate support for the types of cost reimburse- 
ment that were occurring. I was, nevertheless instructed to sign a 
Memoranda of Understanding; by Mr. Simpson. 

I did, because that was an instruction provided to me and far be 
it from me not to obey. 

Mr. DiNGBLL. Who provided that instruction to you? 

Mr. BiDDLE. Mr. Simpson. 

Mr. DiNGELL. And he said— now what did Mr. Simpson tell you 
that he was to do now? 

Mr. BiDDLE. To a memoranda that I was not supportive of, he di- 
rected me to sign it over the phone. 

Mr. DiNGELL. He directed you to sign a memoranda of which you 
were not supportive? 

Mr. BiDDLE. Ck)rrect. So, what I did is, I had the Procurement As- 
sistant type over the top of my signature ''signed at the instruction 
of the' —I think it was— "ONR at Monterey" or "Rob Simpson" or 
something like this. 

That was provided to the university and I received a call that 
said, take that back» you'll sign that without that type of an ad- 
monishment to the signature 

Mr. DiNGELL. Now who told you that? 

Mr. BiDDLE. Mr. Simpson. 

Mr. DiNGELL. Mr. Simpson! Why would you do a thing like that, I 
wonder? 

Mr. Simpson. I have no recollection of that, sir. 
Mr. DiNGELL. You do not remember this? 
Mr. Simpson. No, I do not. 

Mr. DiNGELL. Sitting here in the committee, trying to assist us to 
reconstruct it, does not help your recollection at all? 
Mr. Simpson. No, sir. 

Mr. DiNGELL. Well, I think we are probably going to have to re- 
quest you to present yourself for s^.Tie further interviews by the 
staff, because we seem to be using time that could be better used. 
Mr. Kennedy is sitting here with a look of profound distress on his 
face, I do not want to keep him waiting any longer than we should, 
and I am sure you will be available for appropriate interviews by 
the staff on this matter. 

Mr. Doian, can you tell us why it is that Mr. Simpson has never 
informed you of these controversies which exist under his adminis- 
tration? 

Mr. DoLAN. No, sir, I cannot. 

Mr. DiNGELL. My word. 

13s 
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Well, thank you, Mr. Chairman. 
Mr. Wyden. 1 thank the gentleman. 

The hour is late, but do any of our other colleagues, the gentle- 
man from New York, the gentleman from Minnesota, have any 
other questions now? 

Mr. LENT. Well, I realize the hour is late, but I just wanted to 
ask Mr. Simpson a couple of more questions, not about the letter. 

Mr. Simpson, you were the Resident Representative at Stanford 
for the entire period, 1980 to 1988. Is that correct? 

Mr. Simpson. That is correct. 

Mr. Lent. We have heard some testimony about an allegation 
that there was a ''cozy relationship" between ONR and the people 
at Stanford. In that connection, they are probably talking about 
you. Wouldn't you say that? 

Mr. Simpson. Yes, I was the Resident Representative at that 
time. 

Mr. Lent. Mr. Simpson, did anyone at Stanford ever offer you 
anything of value to enter into an MOU or not to obtain a business 
clearance for an MOU or not to request a required DCAA audit? 

Mr. Simpson. No, sir. 

Mr. Lent. That never happened? Did you know that audits and 
legal opinions were required in the form of a business jlearance 
before entering into an MOU? You knew that? 

Mr. Simpson. Legal was— a legal review was not required. 

Mr. Lent. My understanding was that a legal opinion was re- 
quired on every MOU, but it was not obtained on any of these. 

Mr. Simpson. Not according to our guides, no, sir. 

Mr. Lent. Admiral Miller, is that the case? 

Admiral Miller. Obtaining a legal review, to the best of my 
recollection, was not a documented requirement during the entire 
period of the 1980's. It is certainly part of our existing regulations. 

Mr. L NT. Requiring an audit was required? 

Admiral Miller. Yes, sir, it was. 

Mr. Lent. An audit was required? 

Admiral Miller. Yes, sir, it was. 

Mr. Lent. Did you, Mr. Simpson, ever request an audit? 
Mr. Simpson. Yes. I requested an audit of the library study in 
1984. 

Mr. Dingell. I did not hear the answer to that question. 

Mr. Simpson. I requested an audit of the library study in 1984. 

Mr. Dingell. In 1984? 

Mr. Simpson. That is when the audit request went out, ves. 
Mr. Lent. Did you request an audit for any of the MOU's you 
approved? 
Mr. Simpson. No, sir. 
Mr. Lent. Why not? That was required. 

Mr. Simpson. Well, during the time I was there, the DCAA staff 
consisted of between 2 and o people, 1 or 2 of them as trainees, and 
we had an audit resource proDlem during that period. 

Mr. Lent. Well, now, let us get to this. You were the guy in 
charge of requesting an audit 

Mr. Simpson. That is correct. 

Mr. Lent [continuing]. On MOU's, and vou did not do it. Now, 
what I want you to do is to tell us why, despite the fact that the 

« 
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number of MOU's at Stanford was over 10 times the amount of 
MOU's at any other university, why you did not once ask for the 
required audit? 

Mr. Simpson. OK. I picked up the responsibility for negotiating 
the MOU's in 1983. Most or better than half of them were already 
negotiated. 

Mr. Lent. On the ones that you did negotiate, you did not re- 
quest an audit? 

Mr. Simpson. That is correct, sir. 

Mr. Lent. Why did you not request an audit? 

Mr. Simpson. I have no answer for that, sir. 

Mr. Lent. Well, without an audit, are you not negotiating at a 
very severe disadvantage? Aren't you, for all intents and purposes, 
totally, then, dependent on Stanford's data? 

Mr. Simpson. Yes, but we in our office reviewed that data our- 
selves. 

Mr. Lent. Without benefit of audit. 

Mr. Simpson. In some cases, yes. 

Mr. Lent. Are you an auditor? 

Mr. Simpson. I used to be an auditor, sir, yes. 

Mr. Lent. OK. 

Mr. Dolan, you were in ONR's Office of Business Affairs during 
the time the required audits at Stanford were not being performed. 
Is that correct? 

Mr. Dolan. Yes, sir. 

Mr. Lent. Were you aware that these required audits were not 
being performed? 
Mr. Dolan. No, nir, I was not. 

Mr. Lent. Did anyone out there notice that the required audits 
were not taking place? 

Mr. Dolan. There was a requirement in our review guide. 

Mr. Lent. Yes, we know about the requirement, but did anyone 
notice that the requirement was not being complied with? 

Mr. Dolan. Not to my knowledge, sir. 

Mr. Lent. Why not? 

Mr. Dolan. The control mechanism in the guide obviously broke 
down. 

Mr. Lent. Mr. Dolan, at one point, vou asked the Office of Man- 
agement and Budget to side with ONR against the Department of 
Health and Human Services on the question of audits. Why did you 
do this? 

Mr. Dolan. I do not recall that, sir. 

Mr. Lent. In 1982, Mr. Simpson, there was a controversy over 
which Agency, ONR or HHS, should have cognizance over Stan- 
ford. Do you recall that? 

Mr. Simpson. In 1982? 

Mr. Lent. Yes. 

Mr. Simpson. In 1983, the DHHS asked to participate in the ne- 
gotiation of the overhead rate for 1984. 
Mr. Lent. OK. Make it 1983. Do you recall that in 1983? 
Mr. Simpson. Yes, I do. 

Mr. Lent. What was your role in ensuring that ONR retained 
cognizance over Stanford? 
Mr. Simpson. I had no role in that, sir. 
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Mr. Lent. Stanford's aasociate comptroller— and I believe her 
name has come up earlier— what is her name? Janet Sweet? 
Mr. Simpson. Yes. 

Mr. Lent. She wrote a letter to ONR's Regional Manager sup- 
porting the retention of ONR cognizance. Is that correct? 

Mr. Simpson. I am not familiar with that letter, sir. 

Mr. Lent. If a letter was written by Franklin Riddle, do you 
recall that? 

There was a flap over who should have cognizance, ONR or HHS, 
and letters were written saying "Let us keep ONR,'' and they were 
written by people at Stanford University, namely Mr. Riddle, the 
associate comptroller who is going to testify about this in a few 
minutes. 

Are you aware of that? 

Mr. Simpson. I am afraid I am not aware of that letter, sir. 
Mr. Lent. OK. 

Is it unusual for an institution to express a preference for one 
Agency's cognizance over another? 

Mr. Simpson. I do not know what would go on at any other uni- 
versity, other than Stanford, at that time, sir. 

Mr. Lent. OK. 

Mr. Chairman, I see the red light is on, and I want to move on, 
as well. 

Mr. DiNGBLL. The Chair thanks the gentleman. 

Admiral, we have had recommendations from DCAA and from 
HHS that the MOU's should be cancelled. What are your feelings 
on that matter? 

Admired Miller. We have put in place a very aggressive sched- 
ule for the review of those MOU's. In fact, that schedule 

Mr. DiNOBLL. Why not cancel them and then review them? Why 
do you have to wait until you have reviewed them to cancel them? 

Admiral Miller. For two reasons, sir, the first reason being, we 
believe we have already protected the Government's interest by a 
signed agreement with the university that if we cancel an MOU 
that it is retroactive to the beginning of this fiscal year. 

So, cancelling it today or cancelling it tomorrow has the same 
effect on their overhead rates. 

The second reason is that we have a method of reviewing these 
Memoranda of Understanding and have expressed our concerns 
about them to the university, and it is now incumbent upon the 
university to come back and explain to us why we should not 
cancel them. 

Mr. DiNGELL. No. 

It is incumbent upon you to cancel the MOU, whereas if you 
were to cancel them and then compel the university to come in and 
explain why that MOU should be reinstituted, either in prior or in 
changed form, the burden would then clearly be upon the universi- 
ty, rather than upon you and your office. 

Isn't that correct? 

Admiral Miller. The burden is on the university today to ex- 
plain why the MOU is a valid basis for a continuing business rela- 
tionship with the Government with regard, in particular, to fiscal 
year 1991. 

ERIC 
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' Mr. DiNGELL. When, Admiral, did you first become aware of the 
problems with Stanford? 

Admiral Millbr. I first became aware when the Freedom of In- 
formation Act request became public here in Washington, DC., in 
June. I was officially notified in July 1990. 

Mr. DiNQELL. You did not hear anything from Mr. Biddle prior to 
that time? 

Avimiral Miller. No, sir. I came to this job in June 1990, and I 
did not hear anything before then. 

Mr. DiNGELL. I want you to understand that you are not on the 
frying pan, but there are some people that just may be, within the 
sound of my voice. 

Were you ever notified by Mr. Dolan or Mr. Simpson that there 
were any problems here? 

Admiral Miller. Not before the Freedom of Information Act re- 
quest came forward. It had actually come forward prior to then. 

The Freedom of Information Act request had been submitted by 
the newspaper, actually, in May, before I was on the scene; and so, 
these were contemporaneous events. 

Mr. DiNGELL. Mr. Simpson, why weren't you making Mr. Dolan 
and Admiral Miller or Admiral Miller's predecessor aware of these 
events? You were aware of the fact that there were difficulties 
here. 

You are telling Mr. Biddle that you do not object to what he is 
saying, but you object to how he is saying it, and you were causing 
him to recall letters, but you are not communicating with poor Mr. 
Dolan and Admiral Miller or their predecessors. Why this? 

Mr. Simpson. I was communicating with my superiors, sir, yes. 

Mr. DiNGELL. Well, very well. 

Admiral^ we thank you. 

Mr. Biddle, it is a privilege to meet you. Thank you. 
Mr. Dolan, Mr. Simpson, thank you for being before the 
committee. 
Admiral Miu^R. Thank you, sir. 

Mr. DiNGELL. The Chair announces that our next panel will be 
composed of Dr. Donald Kennedy, Ph.D., President of Stanford Uni- 
versity, accompanied by Mr. James C. Gaither, President, Board of 
Trustees, Stanford University; Mr. William T. Keevan, Managing 
Director, Government Contracts and Consulting Practice, Arthur 
Andersen; also, Mr. Frank Riddle, Comptroller, Stanford Universi- 
ty, and Ms. Janet Sweet, Assistant Comptroller. 

Ladies and gentlemen, thank you for being with the committee 
today. 

Mr. Kennedy. Mr. Chairman, thank you very much. 

Mr. DiNGELL. Mr. Kennedy, the Chair must advise you that there 
are certain preparatory matters through which we must wade 
before we can receive your testimony. 

First, ladies and gentlemen, for your assistance, to inform you of 
the rules of the subcommittee, the committee, and the full commit- 
tees, are copies of those documents there. It is their purpose to 
inform you both of your rights as you appear here before us, and 
also to mform you of the limitations on the powers of the commit- 
tee as it proceeds through its business. 
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The Chair informs you all that it is the practice and the rules of 
the subcommittee that all witnesses who testify before the subcom* 
mittee testify under oath. Do you or any of you object to testifying 
under oath today? 

Mr. Kennedy. No objection, Mr. Chairman. 

Mr. GArrHER. No. 

Mr. Kebvan. No. 

Mr. DiNGELL. Very well. The Chair advises you that it is your 
ri^ht to be advised by counsel as you appear here before the com- 
mittee. Do you, Dr. Kennedy^ or any of your associates desire to be 
advised by counsel as you appear here before us? 

Mr. Kennedy. Mr. Chairman, Stanford University and I will be 
represented in these proceedings by Mr. James Fitzpatrick, who is 
seated over there. 

Mr. Dinoell. Mr. James Fitzpatrick is well known by the sub- 
committee and much admired by us. 

Do you, Mr. Gaither, or you, Mr. Riddle, or you, Mr. Keevan, or 
you, Ms. Sweet, desire to be advised? Very well. Then if you ladies 
and gentlemen have no objection, would you please each rise and 
rf ise your right hand? 

rWiinesses sworn.] 

Mr. Dinoell. Very well. You may each consider yourself to be 
under oath. The Chair recognizes you now. Dr. Kennedy, for such 
statement as you choose to give, and we will, upon conclusion 
thereof, recognize such other of your associates as might desire to 
be heard an opportunity to present such further statements as they 
might choose. 

Dr. Kennedy. 

TESTIMONY OF DONALD KENNEDY, PRESIDENT, STANFORD UNI- 
VERSITY, ACCOMPANIED BY JAMES FITZPATRICK, COUNSEL; 
FRANK RIDDLE, CONTROLLER; JANET SWEET, ASSISTANT CON- 
TROLLER, COST POLICY AND RECOVERY; JAMES C. GAITHER, 
PRESIDENT, BOARD OF TRUSTEES; AND WILLIAM T. KEEVAN, 
MANAGING DIRECTOR, ARTHUR ANDERSEN & CO. 

Mr. Kennedy. Thank you very much, Mr. Chairman. With me 
are James Gaither, president of the Board of Trustees at Stanford; 
on my right, Mr. William Keevan, managing director of the Gov- 
ernment Contracts Consulting Practice at Arthur Andersen & 
Company. He's the senior member of the team now conducting an 
independent review at Stanford. Frank Riddle, Stanford University 
controller; and on Mr. Keevan's right, Janet Sweet, assistant con- 
troller for Cost Policy and Recovery. 

Mr. Chairman, I have submitted written testimony, and I'd ap- 
preciate it if you would include it in the record, and with your per- 
mission, ril give you a briefer summary. 

Mr. DiNGELL. Without objection, so ordered. The full of your 
statement will be inserted in the appropriate place, you are 
recognized for such summary as you choose to give. 

Mr. Kennedy. Thank vou very much. I want to begin, Mr. Chair- 
man, by affirming Stanford's accountability for the stewardship of 
public moneys, and my own commitment to be responsive to this 
mquiry. 
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Obviously, I'm here because Stanford's cost accounting system 
has some problems. Some of these result from changing models for 
the Government's sponsorship of basic research^ and thus from 
Government rules that may no longer match the reality of public 
expectation. But some of the problems, for which I accept full re- 
sponsibility, clearly reveal a need for improvements in the proce- 
dures and the accounting systems used bv Stanford to determine 
the Government's share of indirect research costs. 

Various reviews have revealed deficiencies in our treatment of 
unallowable expenses, in the monitoring of individual charges that 
are placed in large cost pools allocated in part to Government-spon- 
sored research and in systems control and documentation. With re- 
spect to these, Mr. Chairman, I attempt to be candid in discussing 
error and constructive in suggesting remedy. 

Mr. Chairman, Stanford is one of the world's great universities. 
It has carried out research as a service to Government without 
profit and with substantial cost-sharing. It has supported students 
and their research with its own funds, broadening access to groups 
of Americans who would otherwise not have it. My deep personal 
concern for its reputation for quality and integrity established over 
100 years guarantees that we will respond aggressively and con- 
structively to the problems recognized in this inauiry. 

Mr. Chairman, in the years following World War II, the United 
States made a momentous decision to convert war-time research ef- 
forts into an expanded basic research capacity in the Nation's uni- 
versities. That relationship began on an assistance model. It has 
produced wonderful research results, and it has made our system 
for doing science the envy of the world. 

I don't want to tax you with a recitation of its accomplishments, 
and I want to say in response to a comment you made in your 
opening statement that, indeed, we recognize that the strong sup- 
port of you and your colleagues has helped to make it so. 

But an important part of the success of university science has 
been the policv that tney are reimbursed for the direct and the in- 
direct costs of the research that the Government supports. Since 
1965, the Government formally has followed a policy of reimburs- 
ing universities for the full cost of conducting research, and that 
has helped us to build capacity and to preserve the kind of environ- 
ment that will be necessary to continue that work into the next 
generation. So indirect cost policy is an issue that really deserves 
public attention. 

They've come in under increasing scrutiny for at least three rea- 
sons: (1) because rates have been rising, and there is some sense, 
therefore, that they are out of control; and (2) because of concerns 
on the part of faculty researchers, especially at private universities 
where the rates are higher. It is an old controversy and one that 
we are deeply concern^ about, but I think it is important not to 
misunderstand the character of the indirect cost rate increase. 
With your permission, Mr Chairman, I'd like to just use two 
charts, and go to them, if I may. 

First, let me point to this cost, which is space related cost. That 
accounts for 12.8 points out of our last decade in the indirect cost 
rate increase. Administrative costs account for none; student serv- 
ices and library for only a littleti 
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We are talking about a problem that is related primarily to the 
construction of new facilities, and one of the reasons that Stan- 
ford's indirect cost rate is fairly near the top of a tightly clustered 
group of institutions is because we have invested more privately- 
raised funds in new science facilities in the past decade than other 
universities. 

Second, I want to correct a misapprr^hension. This is a complicat- 
ed matter, Mr. Chairman, and it is plain that it confuses even such 
an experienced Agency as the General Accounting Office, which, 
after having been told several times to the contra, y, insists that of 
every $100,000 paid to Stanford University, $70,000 or $74,000 is 
added in the form of indirect cost. 

In fact» indirect costs are paid not on total direct costs, but on a 
base called modified total direct costs from which there are numer- 
ous exclusions. Over the past 10 years, the proportion of direct 
costs that have been in the exclusion category has widened, as you 
see that white band widening, so that the modified total direct cost 
base has shrunk. 

As a consequence, in the year 1990, a typical Stanford University 
proiect of $100,000 will not bear $70,000 in additional costs; it will 
include $33,000 in indirect costs, or, if you want to do it on the ad- 
dition basis, would add $50,000, and that proportion has not 
changed since 1980. 

That is, because of the shifting base, the actual proportion of its 
money that the Government sends to Stanford in the form of indi- 
rect cost has been constant for a decade. 

The rules for determining indirect cost recovery are complex, as 
I've said, especially in a university setting, where teaching and re- 
search take place side by side. How do we allocate indirect costs for 
one of these functions among the several objectives, in particular 
instruction and research? I hope you'll permit me to do this by ex- 
ample. 

We've heard a lot about the library. How do we decide what pro- 
portion of library costs should be allocated to research and to in- 
struction? If you walk into the library and pick up, let's say a copy 
of The Adventures of Huckleberry Finn in one hand and a volume 
of The Journal of Neurophysiology in the other, it's fairly easy to 
guess that The Adventures of Huckleberry Finn is used by under- 
graduates in course work, whereas the journal is used by advanceid 
graduate students and faculty members largely, though not entire- 
ly, in the course of their research. 

If we were to go through the library and analyze it book by book 
for 4 million or so volumes, I think we would agree that the result 
would, if accurate, be awfullv expensive to obtain. 

So what one does instead is to agree— that is the Government 
and the university agree— on sampling methods that examine func- 
tions like cataloging and acquisition, that look at numbers of 
people who use the library and decide, not without debate or differ- 
ence about the cost accounting itself, that a certain percentage of 
the library system should be allocated to research. In the case of 
Stanford, that percentage is 25 percent. 

Now, it's possible to go back into the library and pick up the 
copy of Huckleberry Finn and say, *'Gee, this isn't related to re- 
search, and the Government shouldn't be paying for any of it," but, 
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of course, the Government should, by that same logic, be paying all 
of the volume of The Journal of Neurophysiology, and it's only 
paying 25 percent of that. The concept is one of statistical averag- 
ing across the pool, and that is not merely permitted, but mandat- 
ed by 0MB Circular A-21. It is the way the Government tells us to 
do it. 

Now, the pool concept plainly yields an embarrassing result in 
connection with the operating accounts of Lou Henry Hoover 
House, the university-owned building that has housed five Stanford 
presidents, and is also a facility for hosting meetings and recep- 
tions and academic conferences. 

Some of the activities that take place at Hoover House are relat- 
ed to research; many are not. The costs of operating the house are 
charged to a cost group called General and Administration, of 
which 23 percent is allocated to Government-sponsored research. 

Just as in the case of the Library, some of these expenditures 
relate almost totally to research and others relate not at all. Many 
items which outside experts tell us are legally allowable, like the 
flowers, the furniture purchase or repair, even some charges relat- 
ed to the personal lives of the President and his family, have ap- 
(>eared in particular accounts included in this pool. 

These expenditures were evaluated individually for whether they 
were appropriate as university expenditures and therefore allow- 
able in the pool. Even though they're lawfully included, I don't 
think we should hesitate to throw out charges that don't seem 
right and that is why we have done that and why we're going to 
insist in the future on an up-front review of appropriateness in 
these sensitive areas. 

I want to mention just one or two other problems, Mr. Chairman, 
in passing, because much testimony has been given about the In- 
spector General's Report with respect to Mr. Biddle's charges about 
coziness. I certainly won't dwell on that. We certainly did not take 
complete comfort in the IG Report. My own remarks were limited 
to my very considerable pleasure that there were not, in fact, sub- 
stantiations of the charges of coziness. As to the Memoranda of Un- 
derstanding, I hope we can all understand that these are written 
agreements between Stanford and the Government. 

They are under review now. They will all be reviewed between 
us and the team that Admiral Miller has appointed to represent 
CNR, and they may be modified, and perhaps some of them should 
be. As to their status as contracts, I want to simply state that it is 
Stanford's view that they are contracts, and we've submitted an 
opinion from our legal counsel to that effect, and I'd appreciate it if 
that could be included in the record, as well Mr. Wyden. 

Mr. Wyden [presiding]. Without objection, that will be received 
by the subcommittee. 

Mr. Kennedy. Thank you very much. Mr. Chairman, we have a 
problem and we're taking it seriously. Several weeks ago, I an- 
nounced a three-point initiative to evaluate and to strengthen 
Stanford's accountability for taxpayer dollars. First, we engaged 
Arthur Andersen and Company to conduct an independent assess- 
ment of our accounting system and procedures and to recommend 
appropriate changes. 
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Second, we've appointed a five-member advisory board with ex- 
tensive experience m Grovernment, in research, in accounting and 
management to review the conclusions that the Arthur Andersen 
team reaches and to advise me on the implementation of improve* 
ments to Stanford's accounting system and on other matters relat- 
ed to accountability for federally sponsored research at Stanford. 

Members of the panel, all of whom have agreed to serve without 
compensation are Joseph Conner, chairman of Price Waterhouse 
World, Dr. Timothy Healy, Pr^ident of the New York Public Li- 
brary, Admiral Bobby R. Inman, UblN, Retired; Paul O'Neill, CEO 
of Alcoa and Dr. Maxine Singer, the President of the Carnegie In- 
stitution of Washington. 

Third, we have voluntarily withdrawn, as I mentioned, cost 
claims submitted for the operation of Hoover House and two other 
University residences for all the fiscal years since 1981. These costs 
total over $500,000. 

In addition, I think we need a fourth initiative. We are at least 
as disturbed as you are that the Government has not been able to 
close out a number of open audit years at Stanford. ONR may not 
have asked them to audit as frequently as one would have liked, 
but we have asked them to audit first in 1984, and despite these 
longstanding requests, adequate auditing has not been provided 
until this subcommittee displayed its interest in getting more activ- 
ity. Until those years are closed, the allegations that have received 
so much public attention will continue to hang over us, and we 
don't like that. 

We've attempted in good faith to operate under a complex set of 
rules and we believe that when the facts are fully established, we'll 
be vindicated, both legally and as to our intent, we believe that the 
record will show that legally allowable items like the ones that 
have been withdrawn and charges resulting from human error, add 
up to a small fraction of the numbers that have been bandied 
about by Mr. Biddle and others, and that, as the Inspector General 
noted, the Government's interests are protected in the audit proc- 
ess. 

I would urge the members of the subcommittee and its chairman 
to insist that the Government focus adequate resources on this job 
and to establish a strict deadline for completion of these audits. Ev- 
ervone's interests will be served by establishing the facts and quan- 
tifying the concerns that have been raised. 

Clearly, significant changes are being made at Stanford so that 
the rules governing indirect cost recovery are better implemented. 
Indeed, universities could even be required to develop the kinds of 
accounting systems demanded of for-profit Government contractors. 
That's an appropriate policy issue to address, but I think one needs 
to recognize that such systems will be extremely costly to the Gov- 
ernment and to us, may well drive indirect cost rates up, and will 
not, in any event, address the real engine behind the rise in indi- 
rect cost rates, namely, the need of universities across the country 
to build and modernize research facilities that are essential to 
doing really modern research in almost all disciplines. 
,/As this hearing suggests, universities can expect to be held to a 
higher standard of accountability than we have in the past, and 
we're ready to meet that standard. I trust that in addressing legiti- 
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mate concerns, the Government will preserve a national research 
system of excellence and that can be only done by paying for the 
legitimate and fair direct and indirect coste of conducting that re- 
search. 

Our objective — and I know this concerns you particularly, Mr. 
Wyden, and I'm glad you're in the Chair—is to turn this challenge 
into an opportunity and to make Stanford a model for close ac- 
countability of public funds. We've got a great scientific enterprise. 
No other industrial Nation places two-thirds of all fundamental re- 
search in the places where the next generation of scientists is being 
trained. 

At Stanford, it's functioning superbly to advance the frontiers of 
knowledge. We can all be proud of that, but at the same time, we 
must be grateful to a society that has been successful enough and 
generous enough to permit some of us to visit the unknown, both to 
satisfy our human curiosity and to bring back something of value. 
It's a privilege and those of us who enjoy it should be fully account- 
able to those who sponsor it and Stanford will fulfill its obligation. 
Thank you very much. 

[Testimony resumes on p. 166.] 

[The prepared statement of Dr. Kennedy follows:] 
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STATEMENT' OF DONALD KENNEDY 
PRESIDENT. STANFORD UNIVERSITY 

SUBCOMMITTEE ON OVERSIGHT AND INVESTIGATIONS 

HOUSE CXM4ITTEE ON BCRGY AND CX)MMERCE 
102nd CONGRESS, FIRST SESSION 

MARCH 13, 1991 
Mr. Chairman and Members of the Subcommittee: 

My name is Donald Kennedy, and I am the President of Stanford 
University. 

I want to begin today by affirming Stanford'- '^countability 
for the stewardship of public monies, and my own commitment to be 
responsive to this Subcommittee's inquiry. I am here, obviously, 
because Stanford's cost accounting system has some problems. 
Some of these. I believe, emerge from shifts in the government's 
concept of how it should sponsor basic research in universities and 
from government accounting rules that may no longer match the 
reality of public expectations. But some of these problems — for 
which I accept full responsibility — clearly reveal the need for 
improvements in the procedures and the accounting systems used by 
Stanford to determine the government's share of indirect research 
costs. 
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For example, various reviews have reveaied shortcomings in 
our treatment of unallowabie expenses, in the monitoring of 
individuai charges that are piaced in large cost pools allocated in 
part to government sponsored research, and in system controls and 
documentation. With respect to these, I intend to be candid in 
discussing error and constructive in suggesting remedy. 

Proper accountability for the expenditure of federal funds is 
essential to demonstrate that taxpayer dollars are being spent 
wisely and to maintain public confidence in the university-based 
research effort, Stanford takes this obligation very seriously. We 
are committed to making improvements so that the problems that 
have been identified will not recur, and we are taking aggressive 
remedial action that I will describe later. 

Importance of Research 

Before I turn to issues that relate specifically to Stanford, I 
think it will be useful to present a more general view of the 
development of our nation^s system of supporting basic research, 
how it works, and why it has been so successful. 

After World War II, the United States made the momentous 
decision to convert its wartime research efforts into a greatly 
expanded basic research program located in our universities, where 
the training of the next generation of scientists takes place. 
Originally, federal support of basic research in universities 
developed along the lines of an "assistance model"; academic 
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scientists wanted to work on fundamental problems and the 
government (in the first instance, the Office of Naval Research) 
wanted to get it done. The enterprise grew both in size and in 
success, and it b'icame a vehicle of great scientific achievement. 

The universities that had come to be the home to this venture 
began to invest heavily in infrastructure; but unlike defense 
contractors whose accounting systems have been created for the 
sole purpose of complying with federal record Keeping requirements 
in their manufacturing activities, universities have not made 
massive investments in accounting systems. Up until now, both the 
government and universities believed that the taxpayer's money was 
better spent on research than on layers of accounting and legal 
controls to oversee that research. It may be that both the 
government and universities need to rethink that view. 

The partnership between the universities and the federal 
government has been spectacularly successful, giving the United 
States an unquestioned preeminence in basic scientific research aiUl 
higher education. This is a system that other countries envy in its 
success and are seeking to emulate. 

Federal support for university research has made possible an 
exVaordinarily broad array of valuable and important programs in a 
variety of fields — from microbiology to engineering, from particle 
physics to medical genetics. At Stanford, federal research support 
has played a critical role in stunning advances, including such non- 
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invasive medical technologies as magnetic resonance imaging; the 
discovery of the first reliable cure for Hodgkin's disease; the 
development of the microwave transmitter that led to the first 
modern radar systems; the unlocking of the smallest known physical 
particles in the universe at the Stanford Linear Accelerator; the 
development of an experimental mouse with a human immune system 
that holds great promise for AIDS and other types of medical 
research; and a series of basic discoveries essential to modern 
genetic engineering. Indeed, just last month there was a successful 
clinical trial of a genetically engineered protein developed by 
scientists from Stanford and the University of California at San 
Diego. The protein combats the bacterial endotoxins that produce 
septic shock, a serious consequence of infection responsible for tens 
of thousands of deaths each year. 

What Indirect Cottt Are and Why They Are Important 

Underlying all this, and essential to its success, has been the 
government's policy of reimbursing universities for both the direct 
and indirect costs of the research it has supported. Direct costs are 
those expenses like technicians' salaries, equipment and materials 
that can be associated with specific research projects; indirect 
costs are expenses like utilities, administrative expenses, building - 
and groi'nds maintenance, and buildings that are essential to 
research, but cannot easily be associated with a specific project. 
Indirect costs support the physical and administrative 
infrastructure necessary to conduct research. And as in many other 
sectors of American society, the physical infrastructure of 
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universities is aging and needs to be replaced or updated to 
accommodate modern research. Since 1965 the government formally 
has followed a policy of reimbursing universities for their full costs 
of conducting research, and it is this support that has enabled 
universities to build their research capacity and to conserve the 
kind of environment needed to guarantee continued scientific 
progress^ Without receiving reimbursement for indirect costs, 
Stanford and other universities simply could not afford to do the 
research the government wants done. So indirect cost policy is a 
scientific issue of great moment, and it dftsarves public attention. 

Why Indirect Cost Rates Vary and Why They Are the Subject 
of Controversy 

The rules that govern indirect cost recovery, developed and 
modified over the years and codified in a document called Office of 
Management and Budget Circular A-21, require that indirect costs be 
shared proportionately among those purposes, called "cost 
objectives," that benefit from indirect expenditures. To determine 
the share of indirect costs that should be allocated to federally 
sponsored research and then reimbursed by the government, the 0MB 
provides that universities may conduct special cost allocation 
studies and apply charges proportionately. As is recommended by 



^ Alttiough the government has formally followed a policy of 'full ooat recovery,* In 
practice universities receive less than their full actual costs of conducting research. 
This Is because certain government grants* like Young Presidential Investigator Awards 
from the National Science Foundatk>n» simply do not reimburse Indirect costs and 
require significant oost-sharlng on the part of universities. Stanford voluntarily 
forgoes many Items of costs through waivers and agreements with the government. In 
addition, the rules maice many items of cost speciflcaliy unaltowabte. 
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the applicable government guidelines» these cost studies have been 
codified in written agreements with the government, which at 
Stanford are called Memoranda of Understanding, or MoUs.^ in the 
absence of such a study or other cost allocation method, universities 
can apportion the costs using a set of less-preferred ''default" 
formulas. The rules then require that t^e portion of indirect costs 
allocated to the government be expressed as a rate which is applied 
to a base that is a subset of total direct costs, known as Modified 
Total Direct Cost (MTDC). That rate is then applied to this base of 
each research project to distribute the indirect costs to that 
project. 

Indirect costs, which have been the subject of controversy for 
some time, have come under increasing scrutiny for a number of 
reasons. First, because rates have been rising, there is a concern 
that the system is in some sense "out of control." Second, there is 
increasing dissatisfaction on the part of faculty researchers, 
especially those at private universities where the rates are highest. 
These feelings are in part born of the fear that programs and 
projects may become less "competitive" with respect to those at 
other institutions, particularly state universities, where recovery is 
typically lower. We have held extensive discussion with the 
Stanford faculty on these matters and are very sympathetic to their 
concerns. Third, Congressional and sponsoring agencies interest in 

^ OMB circular A-21, Section A.2 provides that the "successful application of these cost 
accounting principles requires development of mutual understanding" between the 
universities and the government. MoUs are written agreements of such mutual 
understandings between Stanford and the government. 
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the indirect cost isstie has risen as faculty discontent is voiced and 
as limits on discretionary domestic spending are tightened. In a 
climate of constrained resources, all of us have a special 
responsibility to insure that money is being spent wisely and 
frugally. 

It is important, however, not to misunderstand the character 
of this indirect cost rate increase. 

• First, it is largely associated with facilities — new 
buildings and other space-related costs. For instance. Stanford's 
indirect cost rate has risen 13.4 points over the decade — with 12.8 
points of that increase due to space-related costs. Administrative 
costs have remained virtually flat over the decade. The following 
chart illustrates these points: 

Stanford University 

increases In Indirect Cost Rate by Component, FY1981 - FY1990 
Rate Points 
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• Second* unlike commercial contractors, universities do not 
recover indirect costs on all of their direct costs; instead, their 
indirect cost rates are calculated on Modified Total Direct Cost 
which has been proportionately declining over the last decade as a 
result cf the changing nature of research. As a result, even though 
Stanford's indirect cost laia is 70 percent, the actual fraction of 
government research dollars that come to Stanford as indirect costs 
is about one-third of total research support, and that fraction has 
remained constant over the past decade. The chart below illustrates 
this point: 

Stanford University ~ 
Ftderal Direct and Indirect Coet Componmts at a Ptrcentagt of Total 
Faderal Rtseareh Contracta and Oranta, FY19S0 - FY1990 

Percent of Total 




SO SI 82 'S3 'S4 '85 86 87 '88 89 '90 

Fiacal ^ear 



I Should also note that universities already have much lower 
indirect cost rates and charge the government less for doing 
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research than commercial contractors. For instance, universities do 
not charge a fee or profit to the government, their faculty mennbers 
donaid much of their time spent on government projects, and the 
salaries charged for research assistants (graduate and post-doctoral 
students) are much less than salaries in private industry for 
similarly qualified personnel. 

• Third, there are good reasons why different kinds of 
institutions have different rates. Universities vary widely in terms 
of the kinds of research they conduct, the age of their facilities and 
whether they are supported by state tax revenues. Also, changes in 
the 1986 tax bill denied some private institutions access to tax- 
exempt financing for facilities construction, making capital more 
expensive for these schools. In addition, the same expense 
recovered by one institution as an indirect cost may be charged by 
another as a direct cost, or collected through the staff benefits pool. 
So different rates are to be expected, and the rules governing 
indirect cost recovery permit different approaches to determining 
the indirect costs of doing research and recovering them. 

Use of Cost Pools In Allocating Expenses 

The rules for determining institutions* indirect cost recovery 
are complex, especially so in a university setting where teaching 
and research take place side-by-side. Fc ""ample, Stanford 
libraries would surely exist if Stanford did i.o government 
sponsored research; but they are much larger and more costly 
because we do research as well as instruction. How do we figure out 
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how library costs should be divided between these activities? 
Stanford, like many other institutions, has for decades calculated 
costs by creating pools of costs associated with a particular cost 
category, like the library. Within each cost category, there may t>e 
subgroups of costs. We then decide how much of each cost group is 
associated with research and how much is associated with other 
activities, mainly instruction. Then a fiinala percentage is applied 
to each cost group to determine the portion to be charged to 
sponsored research. Let me emphasize that the use of cost pools and 
cost groupings is specifically required by the government in 0MB 
Circular A-21. 

I would like to illustrate how the pool process works. Take 
two library books: The Adventures of Huckleberry Fmr) and Volume 
iX of the Jourr)al of Neurophysiology. The first is used almost 
entirely by undergraduates, the second by scientists — advanced 
graduate students or faculty — in ways that relate to their 
sponsored research. Instead of using a pool of costs, we could 
allocate directly the costs of acquiring, cataloging and maintaining 
these two books, by examining who checked each one out and 
watching who used them, how they were used and what they were 
used for. If we did this for each of several million books in the 
libraries, we could add the results and determine how much of the 
libraries' costs should be paid for by government sponsored research. 

Of course, it would be highly inefficient — and extremely 
costly — to do it that way. To save expense to the taxpayer and 
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avoid extra paperwork, universities and the government have agreed 
to do selected surveys and studies. The results are put together to 
yield a solid estimate of how much of the library costs is associated 
with instruction and how much with sponsored research. The result 
is both economical and fair, but it opens the door to questions 
because the allocation to government-sponsored research (25 
percent for the Stanford libraries) Is an average . Thus, one can pick 
up Huckleberry Finn and ask: "Do you mean to tell me the taxpayers 
are paying 25 percent of the cost of this book, even though it Is 
obviously not used for government sponsored research?" But on the 
other hand, the government is paying only 25 percent of the cost of a 
learned journal used almost Qptirely for research. 

Stanford has attempted to live by rules established by the 
government, but also to recover the amount of reimbursement to 
which the university is entitled under those rules. Indeed, as a 
public trust, it is our responsibility to the other stakeholders in our 
institution — students, donors, and significantly, the students and 
researchers who will come through our doors in the future — to 
collect the reimbursement to which we are entitled so as to keep 
the institution fiscally sound over time. The alternative would be to 
charge parents and students more for tuition and fees because we 
have failed to recover the costs we have incurred by conducting 
sponsored research, hardly a fair or desirable outcome. 

So why do we find ourselves the focus of so much negative 
attention? 
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Sttnford*t Situation 

For the past six months or so our university has been the 
subject of an unparalieied ievei of government auditing activity, 
sparked in iarge part by the generai policy concerns IVe described, 
as weil as by a series of extremeiy serious allegations made by Paul 
Biddlep the Resident Representative of the Office of Naval Research 
(ONR) assigned to Stanford. We find ourseives a testing ground for 
what is a major issue in science policy, an issue that is of such 
cruciai importance that it could very weii affect the future health 
of the entire American scientific enterprise. The outcome of this 
hearing couid weii have a substantlai Impact on the ability of the 
scientific community to sustain the success achieved by these 
policies. We are as determined as you are, Mr. Chairman, to deal 
with these issues fairiy and constructively. 

What has this scrutiny shown us so far? 

Let me start by dealing with Mr. Biddie's concerns. During the 
past year, he has leveled a series of allegations relating to federally 
sponsored research at Stanford. His two main specific contentions 
were that we had overcharged the government by as much as $200 
million in indirect costs over the past decade and that his 
predecessors and superiors at the ONR had what he called a "cozy" 
relationship with Stanford that b^^nefited the university at the 
expense of the taxpayer. 
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After investigating these allegations for nearly six months, 
the ONR Inspector General said that the amounts Mr. BIddle alleged 
as overpayment by the government were "speculative, based in part 
on incorrect assumptions and calculations, and also included 
subjective judgments." Further, in relation to the "coziness" charge, 
the inspector General found "no apparent partiality." 

But the Inspector General also found that the potential for 
overpayment did exist. And the truth is that this inquiry has brought 
to light some very uncomfortable realities for Stanford. 

Stanford's Specific Problems 

For one thing, Stanford has many so-called "open" years for 
which audits conducted by the Defense Contract Audit Agency 
(DCAA) have not been concluded and the rates finalized. While ONR 
requested such audits and we expressed our concern that such audits 
had not been conducted to close out past years, we understand that 
DCAA lacked sufficient staff to conduct them. That means that we 
have more than 25 million separate transactions that are subject to 
review by the government. 

Not too surprisingly, in the course of logging in the nearly 
three million transactions that go through the 17.000 accounts in 
our system each year, we have also found we made some mistakes. 
In one case, we learned that a yacht and other equipment donated to 
the Athletic Department's sailing program had been incorrectly 
accounted for as capital equipment for academic programs and were 
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thus put into a category of costs that is depreciated, with a portion 
of that depreciation charged as an indirect cost to the government. 
That was a flat*out mlstal<e, and It has been rectified. 

Our own review and those of government agencies have also 
raised concerns with otherwise allowable costs within cost pools, 
which I described earlier, in certain accounts. The most publicized 
specific items involved are in the operating accounts of the Lou 
Henry Hoover House, the university-owned building that has housed 
five Stanford presidents and also is a facility for hosting meetings, 
receptions and academic conferences. Some of the activities at 
Hoover House are related to sponsored research, and thus government 
rules allow a portion of the cost of operating and maintaining the 
house lO be charged to research activities, Including government 
sponsored research. The costs of all Hoover House activities are 
included in a cost group called General Administration, of which 
about 23 percent is allocated to government-sponsored research. 

As in the case of the libraries, some of these expenditures 
relate almost wholly to research, while others relate not at all. The 
trouble is that all appropriate university expenses for the operation 
of Hoover House were placed in cost pools, without a separate 
review of each individual item to determine whether it should have 
been included in a pool wi.ich is charged in part to the government. 
Many items, which outside experts tell me are legally allowable — 
flowers, furniture purchase or repair, even some charges related to 
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the personal living quarters of the President and his family — have 
appeared in particular accounts included in this pool. 

These expenditures were evaluated Individually for their 
appropriateness as university expenditures, but not separately 
evaluated individually for their appropriateness as government- 
reimbursable expenditures. Our working assumption has been that 
such items found to be appropriate university expenditures would 
also be appropriate for government cost accounting purposes. 

Indeed, that approach is based on fundamental government 
contracting principles; the starting point for determining the 
reasonableness of a particular expense charged to the government is 
whether it is an ordinary and necessary expenditure for the 
government contractor. Nevertheless, we are now faced with a more 
basic question: how should we handle costs that are perfectly 
appropriate as univftrsitv e^r; enditures and lawful under the 
Qovarnrnftnt rules but which we might all agree should not be 
included in a pool of costs that is charged even in part to the 
taxpayer? 

Currently, legitimate university expenditures are included in 
large pools of costs without transaction-by-transaction review for 
appropriateness as government expenditures, i should have been 
more alert to the serious policy issue raised by our cost accounting 
practices and insisted on more intensive review of these 
transactions. As you will see, we are taking determined steps to 
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^rrect the problem so that it will not recur. Moreover, the 
independent review by Arthur Andersen now underway will bo 
examining how we handle these ''high risl<'' accounts, and Arthur 
Andersen will make recommendations as necessary to preclude the 
occurrence of these problems in the future. 

There has also been much attention paid to a so-called 
''wedding'* reception hosted by the Board of Trustees that was paid 
for out of the Board's account, which . is also part of the General 
Administration cost group. The facts are quite different from what 
has been reported. Neither the federal government nor the Board of 
Trustees paid anx part of my wedding reception. Our wedding 
reception took place immediately after the wedding, was held off- 
campus at a Palo Alto hotel, and was attended by family and friends. 
I wrote a check for that myself. On December 6th, some nine days 
after our marriage, the Board did host a welcoming reception for my 
wife to introduce her officially to the Stanford community. This 
expenditure was evaluated as a perfectly appropriate university 
oxpenditure, but like the others listed above, was not specifically 
reviewed for its appropriateness as a government expenditure. I 
determined that, regardless of its legality, no portion of the cost of 
that reception should have been charged to the taxpayer, and I have 
directed that it be withdrawn. 

Finally, Stanford recently discovered that the cost of two 
meals before the wedding were inadvertently included as a 
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university expense In a cost pool. Those costs, which were Included 
in the Hoover House account, v^ere withdrawn in January. 

Mr. Chairman, we have a problem, and we are taking it 
seriously. Seven weel^s ago I announced a three-point Initiative to 
evaluate and strengthen Stanford's accountability for taxpayer 
dollars. First, we engaged Arthur Andersen & Co. to conduct an 
independent assessment of our accounting system and procedures 
and to recommend appropriate changes. Second, we have appointed a 
five-member Advisory Panel with extensive experience In 
government, education, research, management and accounting to 
revlDW the conclusions of Arthur Andersen and to advise me on the 
implementation of improvements to Stanford's accounting system 
and on other matters related to accountability for federally 
sponsored research at Stanford. Members of the Panel, all of whom 
serve without compensation, are: Joseph Connor, Chairman of Price 
Waterhouse World Firm; Dr. Timothy S. Healy, President of the New 
Yorl< Public Library; Admiral Bobby R. Inman, USN, (Ret.); Paul O'Neill, 
Chairman and CEO of Alcoa; and Dr. Maxine Singer, President of the 
Carnegie Institution of Washington. Members of the Panel were 
briefed at a meeting this week by the senior member of the Arthur 
Andersen team; he reviewed both the team's work plan and its 
progress to date. Third, we have voluntarily withdrawn cost claims 
submitted for the operations accounts of Hoover House and two other 
university residences for the fiscal years since 1981. These costs 
total over $500,000. 
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Two Additional Itsuat 

There are two additional issuen which I want to discuss — the 
charge that Stanford has relied too extensively on Memorr of 
Understanding, or MoUs and the charge that Stanford has nui ^een 
sufficiently forthcoming in its response to the requests from an 
array of government auditors who are examining Stanford's 
accounting system. 

Memoranda of Understanding 

There has been wide attention from the press and others about 
Stanford's use of Memoranda of Understanding in accounting for our 
indirect costs. As I mentioned earlien Memoranda of Understanding 
are nothing more than written agreements, negotiated and signed by 
both Stanford and the government, that spell out how both parties 
will interpret and implement, among other matters, indirect cost 
accounting guidelines. There is nothing exotic, suspicious, or for 
that matter, "cozy," in doing this; indeed, as we have noted, A-21 
"requires development of mutual understanding" between the 
government and universities for the "successful application of these 
cost accounting principles." Reaching a sound, clearly understood 
agreement at the outset as to how costs will be determined and 
allocated is solid business practice; it is particularly important 
given the complicated nature of cost accounting issues and the fact 
that A-21 permits universities to use various methods to 
accommodate their unique circumstances and structures. Stanford 
has about 85 of these agreements that are currently active, many of 
which are just a few sentences long. They deal with a broad variety 
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of Issues, from the definition of specific terms, to fundamental 
issues of how the costs of Stanford's libraries will be accounted 
for, to items as specific as who, in the event of the death of a 
particular faculty member, has the authority to sign reports for a 
specific research grant. In 1979 when the 0MB guidelines for 
government research underwent significant changes, both the Navy 
negotiator and Stanford officials agreed it would be prudent to lay 
out specifically, openly, and in writing, the terms upon which both 
parties would act. 

We believe these MoUs are binding agreements, negotiated in 
good faith, to protect the interests of both parties. Two legal 
opinions from our counsel. Arnold and Porter, confirm that the MoUs 
are an appropriate method to establish binding agreements on the 
recovery of costs at Stanford. The opinions also find that the 
governmental challenges to the MoUs, based on the asserted failure 
of a Navy official to follow the Navy's internal procedures, do not 
alter their opinion as to the MoUs' binding nature. These opinions 
have been furnished to the Subcommittee. 

Nevertheless, Mr. Chairman, Stanford and the ONR Special Team 
have agreed to a formal review of each MoU. That review is now 
undenvay and is expected to be completed in April. 
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Stanford's Cooperation in Investigations 

The second issue I would like to address is Stanford's 
willingness to cooperate in this investigation. I want to assure you. 
Mr. Chairman, that we have tried to be as responsive as we know how 
and have mobilized the resources we have to respond to this 
Subcommittee and to the various simultaneous government reviews 
and audits that have been in progress since last August. 

But I must tell you. Mr. Chairman, that the ability of various 
government officials to request information far exceeds our ability 
to provide it as quickly as we would like. Let me give you a notion 
of what we are facing. As of last week we had received 3.752 
requests for information in the last five months. These range from a 
list of thousands of pieces of equipment at the university to an 
explanation of what a dishwasher is for. We have produced for the 
government over 22.000 pages of documents. As you know, we have 
received requests from the Subcommittee. In addition, there are 22 
auditors from DCAA, five from GAO. and five from the ONR Special 
Team currently requesting data, (in contrast, we typically have 
three or four government auditors in any given period going over our 
books.) We have hired additional staff and consultants and put in 
place special systems to try to keep up with the workflow. We hope 
that this committee understands that Stanford has been responsive 
to the unprecedented demands of government auditors. 
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Summtry 

Clearly, Mr. Chairman, significant changes are being made at 
Stanford so that the rules governing indirect cost recovery are 
better implemented. Even more broadly, the rules could be changed 
to require universities to develop the kinds of accounting systems 
required of for-profit government contractors. That is an 
appropriate policy issue to address. But indeed, such systems can be 
extremely costly and are in fact likeiy to drive indirect cost rates 
U&. In any event, accounting changes will not address the real engine 
behind the rise in indirect cost rates: the need of universities 
across the country to build, modernize and maintain research 
facilities that are now essential in conducting cutting-edge 
research in almost all disciplines. 

As this hearing suggests, universities can expect to be held to 
a higher standard of accountability than we have in the past. I trust, 
though, that in addressing legitimate concerns about indirect costs, 
policymakers take care to preserve a vital national research system 
of excellence: that can only be done by paying for the legitimate 
and fair direct and indirect costs of conducting that research. 

Our objective is to turn this challenge to our own indirect cost 
recovery into an opportunity and make Stanford a model for 
university contracting relationships with the government. America 
has a great scientific enterprise. No other industrial nation places 
two-thirds of all fundamental research in the places where the next 
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generation of scientists is being trained. Our system has become 
the envy of the world. At Stanford it is functioning superbly to 
advance the frontiers of knowledge. 

We can be proud of all that. But at the same time, we must t>e 
grateful to a society that has been successful enough and generous 
enough to permit some of us to visit the unknown — both to satisfy 
our human curiosity and to bring back something of value. It is a 
priviloge, and those of us who enjoy it should be fully accountable to 
those who sponsor it. Stanford will fulfill that obligation. 

Thank you. 
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Mr. Wydkn. Thank you, Doctor. Do any of your associates desire 
to make an opening statement at this time? 

Mr. Kennedy. With your permission, Mr. Wyden, Mr. Keevan 
and Mr. Gaither both have rather brief statements; thank you. 

Mr. Wyden. Without objection, we'll have those statements at 
this time. We will begin with you, Mr. Keevan, and then you, Mr. 
Gaither. 

TESTIMONY OF WILLIAM T. KEEVAN 

Mr. Keevan. Good afternoon, Mr. Chairman. My name is Wil- 
liam T. Keevan, and I'm a partner in Arthur Andersen and Compa- 
ny and I m the Managing Director of the firm's Government Con- 
tracts Consulting Practice. I'm also the Engagement Partner on 
Arthur Andersen's special review of the university's Government 
contracting accounting systems and controls. 

I have submitted a written statement and I d like to summarize 
that for you. Our review entails a comprehensive study of Stan- 
ford's systems and controls for the accumulation, classification, al- 
location and billing of costs under applicable statutory and r^^la- 
toiy requirements. 

We're asseasing the adequacy of these controls and will develop 
recommendations to implement any required improvements. Our 
review is focusing on the future, rather than on the past to assist 
President Kennedy in his goal of making Stanford a model for the 
use of and accountability of funds of a research institution. I'd 
stress, however, that no system of controls will prevent all mis- 
takes from occurring. 

We're coordinating our activities with DCAA and will share the 
results of our review with DCAA and other Government agencies 
having oversight authority at Stanford. We expect to complete the 
review in the summer of 1991. Our review is still in process, but I'd 
like to comment on some of our preliminary observations £md con- 
clusions regarding Stanford's control procedure. 

In this regard, we're only addressing Stanford's ^sterns and con- 
trols for compliance with the specialized accounting requirements 
for Government contracts and grants. No questions nave been 
raised about the reliability or acceptability of the university's over- 
all accounting s}rstem for financial reporting purposes. However, 
although satisfactory for general university purposes, Stanford's 
systems and controls may fall short of satisfying some of the spe- 
cialized requirements of Government research contracts and 
grants. 

To date, we've identified several areas that may require improve- 
ment. The first area of concern is the manner m which Stanford 
addresses the matter of unallowable indirect costs. Stanford's cur- 
rent systems do not track and eliminate individucd unallowable 
items to the same extent as the accounting systems used by most 
defense contractors. For example, to exclude unallowable entertain- 
ment expenses, Stanford and the Government formally agreed to 
deduct 20 percent from certain accounts in indirect cost pools. 

While this approach may be appropriate in some cases, it does 
not provide certainty that all unallowable costs have been identi- 
fied, nor does it provide a detailed audit trail. Our initial review 
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has identified other areas of general inquiry where Stanford's ex- 
isting controls may require strengthening* 

These include the adequacy of training given to Stanford employ* 
ees on the requirements of applicable regulations; the scope of the 
Internal Audit Department's responsibihty for monitoring compli* 
ance with applicable regulation; the adequacy of the university's 
formal written policies and procedures in areas relevant to the cur* 
rent inquiries, and the structure of the current accounting system 
which may contribute to the risk of non-compliance with applicable 
regulation. When we complete our review, we will report our rec- 
ommendations for improvement. 

Now I would like to turn to some other matters. 

As you know, Memoranda of Understanding, MOU's, between 
Stanford and the Government have recentlv been the subject of 
much discussion. Circular A-21 requires development of mutual un- 
derstanding between universities and the Government as to the 
scope and interpretation of cost accounting principles. 

The fact that Stanford has a relatively laige number of these 
agreements does not mean that the agreements were in any way 
inappropriate. Indeed, some of these, such as agreements simplify- 
ing Stanford's calculation and allocation of equipment depreciation, 
were intended to save both Stanford and the Government money. 
As it now appears that this agreement is no longer acceptable to 
the Government, Stanford is taking steps to implement a system to 
determine depreciation on an item-by-item basis. The costs of devel- 
oping this system will be appropriately included in Stanford's indi- 
rect costs tillocable to Government contracts. 

Now we understand that Stanford has been quoted a price of ap- 
proximately $800,000 to put such a system in place, and roughly an 
additional $300,000 per year over and above what it currently 
spends to maintain this svstem. 

A second matter involves some apparent public confusion sur- 
rounding the nature of Stanford's indirect costs and which of those 
costs can be properly charged to the Government. As a general 
matter, indirect costs are costs which are applicable to more than 
one university activity. Under applicable regulations, the universi- 
ty is allowed to recover all of its allowable and reasonable indirect 
costs which are allocable tn Government research. 

A key test for reasonableness of costs, such as linens and flowers 
charged to the president's house, is whether those costs are pru- 
dent and necessary for the overall operation of the university, de- 
spite the fact that they have no direct relationship to research. 
Now we understand that Stanford's board of trustees has con- 
firmed that these types of costs meet these criteria from the uni- 
versity's perspective. 

A third matter I would like to highlight involves some factors 
that must be taken into consideration for any accurate assessment 
of the costs of sponsored research at Stanford. First, Stanford 
charges no fee or profit to the Government in contract with com- 
mercial companies performing research. 

Further, by combining teacning and research, Stanford is able to 
staff Government projects with research assistants, graduates and 
post-graduate students at a fraction of the labor cost for compara- 
bly trained personnel in commercial organizations. In conclusion, I 
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want to reiterate the cost allowability issues frequently are not 
clearH:ut questions. Competing issues of reasonableness, necessity 
and benefit must be addressed. 

Clearly, educational institutions could adopt the costlv account- 
ing systems and controls and practices employed by dedicated de- 
fense contractors. Such a standard would enable both Stanford and 
the Government to greatly reduce transactions that have received 
so much attention lately. 

The question is whether this is a necessary means to achieve rea- 
sonable assurance that the Government is getting its money's 
worth. I recognize this as a legitimate area of policy debate, as to 
whether it is in the Government's best interests to incur added 
costs necessary to achieve these greater levels of certainty. 

As we continue our review, we hope that the results of our ef- 
forts will help Stanford meet its stated objective of improving its 
accountability as a steward for taxpayers' fiinds. 

Thank you, Mr. Chairman. 

[The prepared statement of Mr. Keevai. follows:] 
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PUFAIKD 8TATDBNT 
OP 

WIUIiM T. aiVAN 
AtnUft AND818EN k CO. 



Nr. Chaiman and Members: 

My name it Willian T. Keevan. I am a partner in Arthur Andersen 6. Co., 
and Managing Director of our Government Contracts Consulting Practice. In 
addition to coordinating this aspect of the fina's practice, t have been 
active within the accounting profession in matters related to cost accounting, 
self-governance, regulatory compliance and other areas of particular interest 
to govemnent contractora. 

I recently completed a three-year term as the first chaim<in of the 
Defense Contractors Connittee of the American Institute of Certified Public 
Accountants (AICPA), and remain an active member of the committee, including 
serving as its liaison to the Cost Accounting Standards Board. I am the 
principal author of the chapter on auditing of the AICPA Audit and Accounting 
Guide, Audita of Federal Covemnient Contractors , which >a8 prepared by a 
special AICPA committee. Additionally, I directed Arthur Andersen ^ Co.'s 
Study of Govmment Audit and Other Oversight Activities Relating to Defense 
Contractors, which was conducted for the Packard Commission. 

Founded in 1913, Arthur Andersen & Co. provides audit and business 
advisory services, tax services and specialty consulting services. We are 
part of the Arthur Anderaen Worldwide Organisation, an international 
professional partnership employing more than 56*000 people at 299 offices in 
66 countries. 
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Stanford Univ«ri iter's Pr«sidftnt Ktnnedjr and Board of Truttaei have 
asktd mt to rtport to yo\x today about the statue of Arthur Andersen & Co.*s 
special review of certain of the University's accounting systems and 
controls. I aa Arthur Andersen b Co.*s engagenent partner on that review. We 
were retained in January to assist Stanford in re-examining its accounting and 
indirect cost systems as those systems relate to federally sponsored research. 

Our review entails a coaprehensive study of Stanford's accounting 
systems and controls related to the accumulationi classification! allocation 
and billing of costs under federal government contracts and grants. We are 
assessing the adequacy of these controls and will develop recommendations to 
implement any required improvements. Our review is focusing on the future 
rather than the past to assist President Kennedy in his stated goal of making 
Stanford "a model for the use of and accountability for funds by a research 
university.*' 

Arthur Andersen ^ . has extensive experience in conducting compliance 
systema reviews for government contractors. We have worked Jointly and 
effectively with the Defense Contract Audit Agency (**DCAA") in the past, we 
have consulted with che General Accounting Office on defense contractor 
related matters and we were engaged by the Packard Connission in connection 
with its study of Defense Management. 
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Arthur Andtrfn't R<vi»w Proccduret For Stanford 



Our revitw hat be«n designed to attest the adequacy of control 
proceduret related to Stanford' t butinett and accounting practicea againtt 
''control objectivet'*; thete objectivet include coapliance with the 
requirementt impoted by OMB Circular A-21, "Cott Principlet for Educational 
Inttitutiona," and other statutory and regulatory requirementt. Following our 
review, we will reconnend improvements required to provide t.-easonable 
assurance that the atatcd control objectives are met. 

The term "reasonable assurance" Is one of art. No system of controls will 
prevent all mistakea from occurring, Instead, the goal is to minimize the 
risk that material errora or deficiencies will occur and escape detection. 
The concept of reasonable assurance recognises that the costs of a control 
ahould not exceed the benefita of the control. 

The following briefly aumnarizes our approach to this review; 



1. First, interviews are being held with appropriate Stanford 

personnel to obtain an understanding of transaction flows and 
to identify key controls and procedures. 



2. Second, flowcharts are being developed to document our 

understanding of the transaction flows and to confirm our 
understanding of key controls and procedures. 
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3. Thirdi wft will attess th« Ad«quAcy of exittinr controlt in 
light o£ th« defined control objectives. 

4. Fourth, we will test selected transactions to confinn that 
existing controls are operating as intended. 

5. Final ly« strengths and weaknesses in controls will be 
identified and rQconmendations for improveiDents will be 
made. In some cases* these recoimendations will include 
implementation of new controls. In other cases, the 
recommendations will focus on methods to make the existing 
controls more effective. 



We are coordinating our controls review activities with the DCAA. To 
date I we have held several joint Arthur Andersen and DCAA briefings. 
Furthermore « we intend to share the results of our review and our conclusions 
with t}CAA and other governjnent agencies with oversight authority at Stanford. 
We expect to complete this review in the summer of 1991. 

II. Initial Observations Concerning 
Stanford's Control Procedures 



While our review is still in process* I would like to comment on some 
of our general observations and preliminary conclusions regarding Stanford's 
control procedures. 
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At th« outa«ti I should not* that wa are hera only to addraaa 
Stanford'a ajrataaa and controla for complianca with apacialixad accounting 
requirtntnta for govamment contracta and grants* No queation haa bacn raiaed 
•bout tha raliabilitT or accaptability of tha Univeraity'i ovarall accounting 
systan for financial reporting purpoaai. Stanford*a financial atatenMnta ar« 
tha aubjact of regular audit and report by Stanford* i outaide auditori« who 
have found that thoie itatementa are preaented fairly and in conformity with 
generally accepted accounting principlea for financial reporting purpoaea. 

Howevar« although aatiafactory for general uuiveraity purpoaeai 
Stanford'a accounting iyateni and controla may fall ihort of aatiifying lome 
of the apecialized requirements of govenuaent reiearch contracta and grants. 
This ia due to the complexity of thr rulea and regulationa which are 
applicable to the parfomtance of government contracta. To date, we have 
identified aeveral areas in Stanford's control procedures that may require 
improvement. 

The firat area of concern ia the manner in which Stanford addresses 
unallowable chargea for indirect coata in its accounting system. This ia the 
cauae of many of the real and perceived problema which have been publicised. 

Although Stanford has existing controla to enaure that direct coats for 
sponsored projects are reviewed for allowabilityi with respect to indirect 
costs I Stanford 'a current systems do not track and eliminate individual 
unallowable itema to the same extent as the accounting syatema uaed by moat 
defense contractora. Fol' example i to exclude unallowable entertainment 
expenaeai Stanford and the Government formally agreed to deduct 20 percent 
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froa etrtaia aeeouata In lndlr«et coat pools* The ui« of such approxlMtloQi 
or tatiaatta to raaova unAlIowabIa eoata froa Indlraet coat poola mmy b« 
approprUtt in aoaa caa«a» but doaa not provide certainty that all uaallowable 
eoata have been reaoved froa the Unlveralty'a Involcea to the Governaent . 
Additionally, theae aethoda do not provide an audit trail to aaaeaa 
conclualvely tha allowatlUty and allocablUty of apeclflc eoata. Until very 
recently, however, Stanford and the Governaent have agreed that additional 
acreenlng waa neither beneficial nor requlrsd* 

At thla point In our review, we are unable to offer our Independent 
aaaeaaaent on the materiality of theae practlcea. Regardleaa of their 
aateriallty, however. It Xa apparent that the lack of a clear audit trail haa 
created at leaat the perception that Stanford 'a accounting ayaten la 
Inadequate. Ultimately, we may recoonend that Stanford Inatltute more 
atrlngent controla, alallar to thoae uaed by dcfenae contractora. Of course, 
auch controla could aubatantlally Increaae the coat of adminlaterlng federal 
contracta and granta, and the Government would ahare In thoae higher 
adalnletratlve eoata. 

Our Initial review haa identified other areet of general Inquiry where 
Stanford 'a exlating controls may require strengthening . Theae include: 
(1) the adequacy of the training given to Stanford employeea on the 
requlrementa of applicable government procurement regulationa; (2) the acope 
of the Internal Audit Department 'a reaponiibility for monitoring compliance 
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with applieabU r«tuI«tionss (3) th« adtquAcy of the Univ«riitr*i fonul 
writttn policitf and procttduras in araas ralavant to tha current inquiriet; 
and (4) the itructure of the current accounting lyiteii, which majr contribute 
to the riik of noncoapliance with applicable regulationi. 

Our work ii proceeding latiifactorily. We have aet with the Audit 
Comittee of Stanford*! Board of Truateei and will be keeping thea fully 
inforaed of our progreii. We alio have aet with repreientativQi of the 
Special Advisory Panel which wae appointed by Stanford to review our report 
and advise Preaideut Kennedy on reconnendationi for inprovementi in Stanford's- 
accounting practices. 

I would alio like to identify lone additional factors that muat be 
taken into coneideration for any accurate aiieiiment of the coiti of iponiored 
research at Stanford. Firit, Stanford chargea no fee or profit to the 
Government in contrast with connercial companiei* who generally add 
significant fees to the coat of performing research. Further, by combining 
teaching and researchi Stanford is able to staff government projects with 
research assistants (graduate and postgraduate students) at a fraction of the 
labor cost for eimilarly trained personnel at coonercial organizations. This 
flMans that not only are Stanford's direct costs kept low, but the Government's 
allocable share of indirect costs is correspondingly lower. 

Memoranda rf Understanding (^fOUs ) between Stanford and the Government 
have recently been the subject of much discussion. Circular A-21 requires 
development of mutual understanding between universities and the Government as 
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to tht leop* and lnt«rprttttlon of coit accounting principle! • Tht NOUt wert 
u««d to docuMnt thot« undtrttandingt. Th« fact that Stanford hat a 
r«Iativtly largt nuobtr of thate agraemantt doat not atan that tha agreanantt 
vara in any way inappropriate. Indeed, eoae of these, euch at the agreenente 
ainplifying Stanford 'a cilculation and allocation of equipaent depreciation, 
were intended to eave both Stanford and the Govenueant money. As it now 
appeere that theae agreeoMnte are no longer acceptable to the Covemaent, 
Stanford it taking etepe to impltoent ■ eyetea for item by itea depreciation 
calculation and allocation. The coete of developaent of thie eyetea will be 
appropriately in luded in Stanford's indirect coiti allocable to government 
contracts. We underitand that Stanford has been quoted a price of 
appiaxiaately $800,000 to put such a system In place and roughly an additional 
$300»000 per year to aaintain snd operate that systsa. 

There appears to be some public confusion regarding the nature of 
Stanford's indirect costs and which of those costs csn be properly charged to 
the govemaent. /U a general matter, indirect costs are costs which sre 
applicable to more than one university activity. By way of example, indirect 
costs include the costi of operating and maintaining the buildings in which 
reseerch takes place. It has long been federal policy that the Government 
should pay for itt fair share of the costs for sponsored research, which 
includes both the direct snd indirect costs of such research. Under 
applicable regulations, the University is allowed to recover all of its 
allowable and reasonable indirect costs which are allocable to govemaent 
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rttearch, Th« k%r t«tt for tUe reatoiubleneii of coiti tuch ■• linens and 
tlov«rt in thei Preiident't hou«« it whether those costs are pruderiC and 
necessary for the overall operation of the University, despite the fact that 
they hAve no direct relationship to research. Major considerations involved 
in dfttermininf "reasonableness'' include whether the cost is consistent with 
the University's established policies and practicea, and whether the cost is 
prudent and generally recofnised aa neceaaary for the operation of the 
inatitution. We underatand that Stanford*a Board of Truattea haa confirmed 
that theae typea of coata meet theae criteria. 

III. CONCLUSION 

In conclusion, I want to reiterate that coat allowability issues 
frequently are not clear-cut queationa. Competing iaauea of reaaonableneaa, 
neceaaity and benefit miat be addreaaed. Aa we continue our review, we hope 
that the reaulta of our efforta will help Stanford to clarify many of the gray 
areaa that have reaulted in thia controveray and that our recotnendationa will 
help Stanford meet ita atated objective of improving ita accountability aa a 
steward for taxpayers' funda. 

Clearly, educational inatitutiona could adopt the coatly accounting 
ayatea controla and practicea employed by dedicated defenae contractora. Such 
a tactic would enable both Stanford and the Government to greatly reduce 
transactional that have received ao much attention lately. The queation ia 
whether thia ia a neceaaary meana to achieve reaaonable aaaurance that the 
Government ia getting ita money'a worth. It ia a legitimate area of policy 
debate as to whether it is in the Government's best interests to incur the 
sdded costs necessary to achieve these greater levels of certainty. 



Thank you. 
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Mr. Wydem. Thank you. 
Mr. Gaither . 



TESTIMONY OF JAMES C. GAITHER 



Mr. Gatther. Thank you, Mr. Wyden. 

Given the hour and the fact that you have niy written testimony, 
I will defer making any further comments at this time, but I am 
available to answer any questions that you may have. 

Thank you. 

Mr. Wydbn. Thank you. 

[The prepared statement and attachment of Mr. Gaither follow:] 

Testimony or Jambs C. Gaxthcr, President, Board of Trustees, Stanford 

University 

Mr. Chairman, Members: I am James C. Gaither, President of the Board of Trusts 
ees of Stanford University. 

Thank you for the opportunity to appear before you to make a brief statement 
regarding the appropriateness of certain expenses incurred in the operation of the 
Lou Henry House» the university-owned residence for Stanford's Presidents. 

The expenditures which I will address fall into four categories: 

1. The purchase of objects for the parts of the Hoover House that are commonly 
used for university events; 

2. The purchase of objects for the President's family quarters in the Hoover 
House; ^ 

3. The services provided for the President and his family at the Hoover House; 

and J A 

4. A reception held by the Board of Trustees for President and Mrs. Kennedy 10 
days after their marriage in 1987. > 

Attached to this statement is a copy of the letter which I and all other Presidents 
of the Board of Trustees of Stanford University since 1976 sent to you, Mr. Chair- 
man, earlier this month confirming our view that the expenditures in the first three 
categories are "important, reasonable and appropriate ones for Stanford Universi- 
ty." As stated in that letter, the Hoover House is President Hoover's former resi- 
dence, an historic landmark given to the university as a home for Stanford's presi- 
dents by Mr. Hoover in 1945. It has been and should, we believe, be maintained, and 
its furniture and furnishings repaired and replaced, in a manner appropriate to its 
distinction and to the important purposes for which it is used. It serves as the site 
for many events, ranging from receptions for parents of graduating students and 
dinners for visiting heads of state to events honoring leading faculty members and 
distinguished scientists from other institutions, academic seminars and Trustees 
Committee meetings. The personal quarters used by the president and his family 
during his term in ofTice are, as mignt be expected, furnished and maintained in a 
similar fashion. . it • 

The services provided for the President and his family are also appropriate Uni- 
versity expenses. The university makes extraordinary demands upon its President 
and assistance with personal matters is provided so that he and his wife can be 
available for the virtually endless list of University functions. 

The last item, a reception for Dr. and Mrs. Kennedy, was also an appropriate Uni- 
versity expense. About 10 days after their marriage in 1987, the Board of Trustees 
held a reception for them which included several hundred members of the Stanford 
faculty. Deans, Trustees and Stanford associates. The reception, which was initiated 
and organized by the Board of Trustees, recognized the important role which the 
President and his wife perform together in many aspects of University life. 

As I believe the subcommittee knows, the university has decided to withdraw all 
of these items from Stanford's reimbursable indirect cost pools. They were with- 
drawn not because they were improper under government regulations, but rather 
because of their appearance. Without detailed explanation, many of them appear to 
be unreasonable or inappropriate. ... ... , 

Stanford must have an accounting system for expenses like these which not only 
complies with government regulations but which also produces results that appear 
to be fair and reasonable. This cost p( ) j I not achieve that result and we intend to 
change it. 
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I hope this presentation has been helpful in clarifying a situation which has at- 
tracted i^ach public attention. 
Thank you. 
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THE BOARD OF TRUSTEES 
THE LELAND STANFORD JUNIOR UNIVERSITY 

March 1,1991 



Tha HonoraUi John D. DInotH, Chairman 
SuboommKtaa on Ovaralght & Invaatlgatlon 
Committaa on Enargy and Commarea 
U. S. HouM of Rapraaantativaa 
2323 Raybum Houta Otlica Building 
Washington, D C ^<»«l5-22ie 

Dear Mr. Chairman: 

Ai Praiidanta of tha Board of Truataas of Stanford Univaralty from 1980 through tha 
pf9%%rii, wa would Nka to shara with you our viaws ragarding tha nacatstty and propriety 
of expanaaa Incurred In tha operation of tha Lou Henry Hoover House, tha University- 
ownod raskJenca for Stanford's presidents. 

We do not address tha separata policy Issue of indirect cost charges to tlia government 
which tha subject of your upcoming hearing. We should, however, note that all costs 
In tho Hoover Houae oparationa account submitted from 1981 fonvard have bean 
removed from Stanford's reimbursable cost pools* and tha Univaralty will negotiate with 
tha government how to handle such costs in tha futurt. 

Our view haa bean and continues to be that tha Hoover HouH s^^MndlU^ 
important, raasonabia and appropriate ones for Stanford University. In the balance of 
this Mter, wa wi explain tha basis for that view. 

We understand that tha questions have b^en directed at three types of axpensas: 

1. Purchaaaol objects for the Hoover House that ara of high quatrty and 
ralativalycoatly: 

2. Purchase of objects that might be considered personal to the president and 
his famRy, although they belong to the University and win remain in tha 
Hoover House; arKi 

3. Sefvicas provided to lha president and his family that might be considered 
persorMltnnatura. 



•UIUMNC TtN. tTANrOHO ONlvr.HSITV S^^^M mil rALiFORVU 'HWi ?0W ?4«3 
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Honorabto John D. Dlng«n, Oialrman 
March 1, 1991 
PagtS 



In tht flnt catagoiy art ittms such at tlivar, cryttal, china, flower arrangenrwntt, table 
llntn, anttque tabiti, chain, desks and other itimKure, expenses of reffnishing the piano 
or other fUmishlnos and the cost of tjpholstery, draperies, and carpets. The Hoover 
House waa received by the University in 1845 as a gmfrornPres^ it 
is a fedefaNy designated historic landrnark and K serves as the sl^i for m 
UniversKy events. H should be furnished and nriaintalned in a nrwmerap^ 
UnlversHy functions for which His used. Whether Mle used for a reception for parents of 
graduaUno students, a dinner honoring our Nobel laureates, a hjnction for a visiting 
head of state» or a reception for a research symposium, the fed that the Hoover House 
alto aanm as the presidents home transfdrnu those ftinctions f^om Impersonal 
ceremoniee into eventt In a personal setting that reinforce and promote Stanford's 
character aa a community of scholars and students. The Hoover House Is a beautiful 
and precious part of Slantord's, and the nation's, heritage. (President Hoover was In 
residence when he teamed of Ns election to the nation's highest office.) It should be 
maintained, and Ks furNshlngs repaired, replenished and replaced, in a manner 
appropriate to Ra distinction. 

The obligation to maintain the Hoover House In an appropriate manner also applies to 
the second category of fUnlshlngs. This category includes the cost of furnishing and 
refurbishing the private quarters of the Hoover Houte (the family bedroomt and 
bathroomt. for Inttance) and Kerne tuch at towelt. curtaint, bath fittingt, and the 'cedar 
dotett' which have received to much puMc attention. (With retpect to this last Hem, it 
should be noted that the dosets were repaired because the roof of the Hoover House 
lealcedandtheciotheslAtheciosetsmitde^. The problem wu in fact not cured until 
the roof was rebdtt as part of the earthquakes reinforcement three yeam ago.) 

The Board has required al presidents of the University since 1945 to reside m the 
Hoover Houte, and we have provided appropriate fumithlngt. AN of the Kemt in tht 
ttcorid category belong to the University end art uted by the pretident and hit fam^ 
during hit term in otilce. It it»wtbtlItvt,compltttly«Pproprlatt to maintain the Uvinq 
quartert cf the Hoover Houtt in a manntr conm>tnturatt with Ht mort puMc rooms, 
and In our view, the expenditures for these Hems are consistent wHh this standard. 

The third category consists of senrfces provided to the president and his family, such as 
the salaries of staff and household help and their reimbursement for mileage in 
connection wHh errands which may be wholly or partly personal to the president or his 
fanUly, payment fbr phone sen/ice, other utilities and the lilce. These Hems are also 
appropriate Stanford expenses. The presidency of this UniversKy is a demanding and 
aH-encompassIng responsibllHy. The University expects, and receives, the ful^time 
availabilHy of the president and his wife for University functions. The University helps to 
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TIM HonoraM John D. DIngtN. Chairman 

March 1.1991 

PagaS 



maka this poastola by providing variout forma of aasistanca that ara aasantlal to fraa the 
Pratidanltromparto^iitaika90thathacan<k\«tatlmatorn^ UnNarsity 
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Mr. Wyde i. Why don't we begin with the gentleman from New 
York. 

Mr. Lent. Thank you, Mr. Chairman. 

Dr. Kennedy, approximately how much money in Government 
research grants does Stanford receive every year from the Federal 
Government? 

Mr. Kennedy. This year it is around $240 million. 

Mr. Lent. And can you tell us approximately what percentage of 
Stanford's consolidated budget these research grants from the Fed* 
eral Government represent? 

Mr. Kennedy. It would be a little less than a quarter of our con- 
solidated budget. Somewhere between 23 and 25 percent; something 
like that. 

Mr. Lent. Did Stanford employ a screening mechanism of any 
sort to prevent unallowable costs* such as liquor or lobbying ex- 
penses or public relations, from being included in the indirect cost 
pool used to calculate the amount of indirect cost to be paid by the 
Government? 

Mr. Kennedy. As has been mentioned earlier from this witness 
table, Mr. Lent* that was the subject of a Memorandum of Under- 
standing which took a 20 percent disallowance based on a study 
done in the 1970's, from all general and administrative subsistence 
accounts in the university. 

It was agreed between Stanford and the Government— and that, 
by the way, was done at least during 2 years for which audits were 
closed and approved by DCAA, and so that is meant to remove 
those two categories of unallowable expense. 

Mr. Lent. Were not lobbying expenses included in your billings 
to the Federal Government? 

Mr. Kennedy. I don't believe 

Mr. Lent. In other words, lobbying expenses were not included 
in that MOU? 

Mr. Kennedy. No, lobbying expenses were not the subject of that 
MOU. 

Mr. Lent. But they were charged to the Government? 

Mr. Kennedy. I have no knowledge that they were. I need tu ask 
for help on that, Mr. Lent, from some of my colleagues. I am cer- 
tainly not aware that they were. 

Janet, can you? 

TESTIMONY OF JANET SWEET 

Ms. Sweet. Lobbying expenses, until November 1990, were not 
one of the unallowable costs in the higher education cost principles 
of A-21 or FAR 31.3. So lobbying expenses were not removed. 

Mr. Lent. Lobbving expenses were not removed; that means they 
were charged to the Government? 

Ms. Sweet. That is correct. They were not unallowable until 
quite recently. 

Mr. Lent. Was there any screening mechanism to root out these 
unallowable expenses? 

Mr. Kennedy. For those unallowable expenses that are the sub- 
ject of the MOU, Mr. Lent, there was no screening mechanism be- 
cause the MOU took an agreed-upon disallowance that was sup- 
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posed to cover those two categories. And as Janet Sweet just testi- 
fied with respect to lobbying, that was not an unallowable activity 
under A*21 until 1990. 

Mr. Lent. If Stanford could have a system to keep unallowable 
costs from being included in the cost pool, why could not that 
system have been expanded to examine other questionable costs 
and decide whether they should have been put in the cost pool? 

Mr. Kennedy. Mr. Lent, I think that's right to the heart of the 
matter. We have an accounting system that does not at the point of 
entry into our transaction system, that is in the hands of the 
person undertaking the expenditure, a review of allowability. And I 
think what you are suggesting is that we may well need one, and I 
think that's right. 

Mr. Lent. Well, you testified that seemingly unallowable items 
like flowers and cocktail napkins are allowable, as I understand it, 
Mr. Kennedy, or perhaps it was Mr. Keevan who so testified, if 
they are "prudent. Is that correct? 

Mr. Keevan. Yes, Mr. Lent. What I testified to was that if those 
costs are prudently incurred and needed for the overall operation 
of the university, that those costs would be considered allowable. 

Mr. Lent. All right. So a pre-game football lunch in the Rodin 
Sculpture Garden for $6,200 in catering charges, that would be pru- 
dent, in your opinion? 

Mr. Keevan. I haven't said that, Mr. Lent 

Mr. Lent. Well, do you think it is prudent? 

Mr. Keevan. On the surface, without any facts, it is hard for me 
to tell, but on the surface 

Mr. Lent. Well, how about $17,780 for liquor, catering, shuttle 
bus for guests, rental of tents and heaters, rental of champagne 
flutes and silver trays, totaling $17,730. That happened to be the 
president's wedding reception. Do you think that was a prudent 
charge? 

Mr. Keevan. I don't know about the president's wedding recep- 
tion, but I think there is some confusion regarding whether that 
was his wedding reception or not, Mr. Lent. So perhaps that ought 
to be clarified first. 

Mr. Kennedy. Mr. Lent, may I respond? 

l.ir. Lent. Yes, sir, certainly. 

Mr. Kennedy. Oh, thank you very much. 

I juRt wanted to make two quick points. First, the items that you 
have referred to are items that we have withdrawn, and I want to 
make it plain that since there was some confusion on this point, 
that the Hoover House items that have been questioned and that I 
said we were withdrawing, even though they were technically al- 
lowable, were withdrawn by a letter from Janet Sweet to ONR 
with copies to DCAA on January 23rd, and we would like to 
submit, since that issue has come before the committee, we would 
like to submit Ms. Sweet's letter to the subcommittee. 

Mr. Lent. I have no objection, Mr. Chairman. 

Mr. Kennedy. May I just say a word or two about the wedding 
reception, which is obviously a source of personal embarrassment? 
First 
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Mr Lent. Before you do that, let me just ask; these items were 
withdrawn after the subcommittee initiated the investigation. Is 
that correct? 

Mr. Kennedy. They were withdrawn after— certainly after GAO 
was assigned the task of auditing Stanford, yes. They were with- 
drawn on Januarv 23rd. 

Mr. Lent. OK. Now the wedding. 

Mr. Kennedy. Yes. We had a wedding reception, Mr. Lent, and 
we had it at a hotel, and I wrote a check for it myself. Ten days 
later the board of trustees, the Sunday night before its regular 
meeting, did give a large reception for senior members of the facul- 
ty, for many members of the Stanford community, to introduce my 
new wife and me around, and it was as you described, and those 
exoenses have been taken out of the cost pools. 

Mr. Lent. Had not the subcommittee launched the investigation, 
and had not you withdrawn these items, this $17,730, the pre^me 
football lunch, and I guess a whole laundry list here of other items 
I have in front of me, do you think they would have been charged 
to the Federal Government? 

Mr. Kennedy. I think they are technically allowable, but as I 
have testified, Mr. Lent, I don't think they are appropriate, and 
that is why we have withdrawn them. 

If your question is would we have discovered them without the 
accelerated audit activity that the committee's examination of 
practices at Stanford put into place, probably the answer is that we 
might only have discovered them quite a lot later. I hope we cer- 
tainly would have withdrawn them regardless of how we discov- 
ered them. 

Mr. Lent. And the two Voltaire chairs, r>l,500 apiece, were they 
part of the withdrawal? 
Mr. Kennedy. Yes. 

Mr. Lent. And the pair of George II lead urns purchased at Los 
Gatos, were they withdrawn? 

Mr. Kennedy. Those didn't have to be withdrawn, Mr. Chaii^ 
man. I don't know why somebody got those on approval and execut- 
ed a purchase invoice, but they were returned 2 days later, and 
Stanford was refunded M\y for them. So they are not even at 
issue. 

Mr. Lent. $6,000 for cedar closets installed because the presi- 
dent s clothes were mildewing from a leaky roof, paid to Expert 
Woodworking? Were thev withdrawn? Was that charge withdrawn? 

Mr. Kennedy. All of the charges in this category, Mr. Lent, were 
withdrawn, and mildew wasn't the problem, as much as running 
water. 

Mr. Lent. I will be happy to yield to the chairman. 

Mr. DiNOELL. Mr. Lent nas just raised a question. We are talking 
about the t'vo urns. The urns were procured on approval. The urns 
were returned. The urns were submitted as an allowable expense 
as a part of your overhead costs. Were the overhead costs ever 
changed to reflect the fact that these urns at twelve thousand and 
some odd dollars were returned, or were they not? 

Mr. Kennedy. Well, they certainly should have been, Mr. Chair- 
man 

Mr. Dingell. But they were not. 
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Mr. Kbnnedy. If thev weren't, the mistake is certainly of the 
order of magnitude of the yacht. There is no reason why anything 
should be put in a pool and stay there if the university has been 
refunded for it. 

Mr. DiNOELL. I thank the gentleman for yielding. 

Mr. Lent. Thanks. 

Mr. President, this morning the GAO testified about the silver- 
ware located at your house, at the president's house. I would like to 
discuss this issue for a minute. Is it not the fact that the silverware 
was donated to the Stanford Art Department? 

Mr. Kennedy. It was part of a gift to the university, whose use 
was specified for art, and one other purpose. 

Mr. Lent. So there was not any real cost to the university in ob- 
taining that silverware; is that correct? 

Mr. Kennedy. It was given to the university. 

Mr. Lent. And the silverware subsequently was transferred from 
the arts department of the university over to your house, the presi- 
dent's house? 

Mr. Kennedy. It was a gift that was part of a house that was 
given in its entirety to the university, but which the university was 
not using for purposes that required the silver. 

Mr. Lent. OK. Now, is it not the fact that depreciation on the 
silverware was included as an expense in the indirect cost billed to 
the Federal Government as part of Stanford's general overhead, 
just like the cedar closets? 

Mr. Kennedy. It was originally included as an expense in that 
pool, that is correct. 

Mr. Lent. And if the silverware had been kept, then, in the Art 
Department, could its depreciation then have become part of the 
indirect costs to the Government? 

Mr. Kennedy. Had it been kept where it was, it would not, nor 
would it have been used. 

Mr. Lent. So how was the silverware included in the cost pool? 

Mr. Kennedy. Because we had an obligation to the donor to 
make certain that that gift was used for the original purpose of the 
donation. Hoover House needed the silver. Hoover House would 
have had to make that purchase on the open market for as much 
or more. It therefore purchased the silver from that account, put- 
ting the money into the account for the restricted purpose which 
the donor intended, and transferring the silver to Hoover House. 
That transaction was based on an external appraisal of the value. 

Mr. Lent. This silverware had a value of $10,000? 

Mr. Kennedy. That was about the amount of the appraisal, yes. 

Mr. Lent. But it was never paid by the university? The universi- 
ty got this as a gift? 

Mr. Kennedy. Well, there was an inter-account transfer; but the 
silver originally came to the university as a gift; that is correct. 

Mr. Lent. But the university never spent a penny for buying this 
silverware? 

Mr. Kennedy. That is correct. 

Mr. Lent. But the Federal Government was charged for it; is 
that not correct? 

Mr. Kennedy. Because it was moved from one category of ex- 
pense 
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Mr. Lent. Yes or no? Was the Federal Government, the taxpay- 
ers of thw Nation, charged $10,000 for silverware that wac donated, 
free of charge, to the university's art department? 

Mr. Kennedy. Because of that transfer, it did wind up in that 
pool which is charged in part to the Government. 

Mr. Lent. So the answer is yes? 

Mr. Kennedy. We have now withdrawn it, as you know, Mr. 
Lent. That is one of the items that has been withdrawn. 

Mr. Lent. I am gratified to hear that. But your answer is yes, it 
was charged to the taxpayers of this country? 

Mr. Kennedy. Yes, it was, as an expense in that pool. 

Mr DiNOELL. Will the gentleman yield? 

Mr. Lent. I will be happy to yield. 

Mr. Dinoell. Here you have silver that is donated to the art de- 
partment, right? 
Mr. Kennedy. Right. 

Mr. DiNOEix. It was donated as an object of art? 

Mr. Kennedy. No; it was donated as part of a house that was 
given, with ali of its furnishings, to the university, with the stipula- 
tion that it be used, that the process be used to benefit thu Art De- 
partment. 

Mr. Dinoell. Was any payment made inside the university from 
the university to the arts department to assist it as the grantor 
would have wished, or was this just simply turned over to the 
president s house for use? 

Mr. Kennedy. The silver went to the president's house, but there 
was an account transfer that benefitted the art department, as I 
understand it. I may need some help on this, but that is my under- 
standing. 

Mr. Dinoell. Was the art department given $10,000 by the uni- 
versity? 

Mr. Kennedy. Yes, in effect 

Mr. Dinoell. It was? 

Mr. Kennedy. There was a transfer of that value to that ac- 
count. 

Mr. Dinoell. Now, this silver was given to the university in a 
single lot, valued at $10,000. Why was it broken down into $500 
s^rments? 

Mr. Kennedy. Mr. Chairman, I would only be guessing. I really 
do not know. I heard the testimony this morning suggesting that it 
was broken down so that it could he expensed rather than capital- 
ized. I do not think that is the case. I believe that it was broken 
down because it came in different forms. There were different cate- 
gories of siWer, and I assume that they were appraised separately. 

Mr. Dinoell. It all came at the same time, did it not? 

Mr. Kennedy. Yes. 

Mr. Dinoell. OK. Who was it that broke this down into separate 
lots? 

Mr. Kennedy. Mr. Chairman, I do not know the answer to that. 
If my colleagues can help me, I would love it if they would do it, 
but I do not know the answer. 

Mr. Dinoell. Well, it was broken down so it could then be ex- 
pensed as opposed to being capitalized, is that right, and de- 
preciated? 
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Mr. Kbnnkdy. Well, I am not going to guess as to intent, Mr. 
Chairman, but that appears to have been the effect, that is, the in- 
dividual compri.ients that were appraised fell below that threshold. 

Mr. DiNQBLL. The rules, however, did not permit the cost of this 
to be assessed against the Government unless it was broken into 
$500 or smaller lots; is that not right? 

Mr. Kennedy. My understanding, Mr. Chairman, and I could be 
wrong, is that the rules would, either way, permit some inclusion 
in the pools, that is, it could be done on the basis of a one-time cap- 
ital expense or it could be done on an annualized basis. But I am 
not directly familiar with that body of regulation, so I cannot go 
further. 

Mr. Keevan. Mr. Chairman? 

Mr. DiNGELL. I thank the gentleman. 

Mr. Kennedy. Mr. Chairman, could Mr. Keevan help us with 
that? Is that OK? 

Mr. Dingell. It would be appropriate if somebody could enlight- 
en the committee. 

Mr. Kennedy. Thank vou very much. 

Mr. Dingell. So far, the committee has a bad impression. 

Mr. Keevan. Mr. Chairman, I cannot address the specific trans- 
action you are discussing, but just as a point of clarification, so we 
do not get diverted, donated assets are properly capitalizable and 
then chai^eable to the Gk>vemment. Now, whether vou have an 
amortization question, depreciation, or whether it should be ex- 
pensed, now that is another issue. But typically, an asset, a capital 
asset may be donated. The university or the contractor, whoever it 
is, would not have to pay, but it would be capitalized at its fair 
value and then written off. 

Mr. Lent. Thank you. Let us get off the silverware for a minute, 
and turn to the Stanford Shopping Center. President Kennedy, is it 
not true that about $700,000, representing the cost of administering 
Stanford's Shopping Center, were placed in the indirect cost pool, 
and billed to the Federal Government, in 1986 and 1987 combined? 

Mr. Kennedy. That is my understanding, Mr. Lent. 

Mr. Lent. Is it also true that in 1988 this charge was discovered 
and was then not included in the indirect cost for that year? 

Mr. Kennedy. That's right. Mv understanding ^s that as the 
costs for 1988 were being examined, that was decided to be an unal- 
lowable element and was not put in the pool. 

Mr. Lent. But is it not also true that Stanford has y^t to pull it 
out of the indirect cost pool for the years l^Sf^ and 1987V 

Mr. Kennedy. Well, it is certainty our intti:ntion to pull them. 
How far we have gone with that I think Ms. Sweet C€ui tell us. 

Ms. Sweet. We nave done that, and have communicated it to the 
Government. 

Mr. Lent. Can you just tell us when you did that? Because we 
understand that many of these things that you say you are pulling 
out or that you have pulled out have not, at least formally, been 
pulled out. 

Ms. Sweet. We will be glad to give you a copy of that document, 
too. 

Mr. Lent. It was done, though? 
Ms. Sweet. Yes. 
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Mr. Lent. It is a completed transaction? 
Ms. Sweet. That is correct. 
Mr. Lent. Can you teU us when, Ms. Sweet? 
Ms. Sweet. I do not recall exactly when. But like I say, we will 
be glad to get you that document. 
Mr. Lent. Was it very recently? 

Ms. Sweet. It was recently within the last several weeks. 

Mr. Lent. OK. Why is it that Stanford, Mr. President, never 
seems to want to do anything of substance, like taking out costs 
that should be clearly unallowable, on a voluntary basis? Why is it 
that Stanford always has to be confronted publicly with a cost 
before it will agree that it should be taken out? 

Mr. Kennedy. Well, Mr. Lent, I do not think we do. I think that 
we can give the subcommittee examples of voluntary disallow- 
ances 

Mr. Lent. Just give us one. 

Mr. Kennedy [continuing]. We have taken in the past. 

Mr. Lent. Just give us one example of an instance where you 
voluntarily pulled something out of a cost pool before bad publicity 
resulted, before the subcommittee got in touch with you. Just one. 

Mr. Kennedy. The best example I know of, because I happen to 
have been involved with it, because it was a fairly mcgor policy de- 
cision, was the decision to take about 2 to 3 points less on our indi- 
rect cost rate in order not to have to have faculty effort reporting. 

As to removal from particular cost pools, again, I would have to 
ask Ms. Sweet for some help, but I think she can give us an exam- 
ple. 

Ms. Sweet. Mr. Lent, the examples that we have seen brought 
forward today are a series of errors. When we put together the in- 
direct cost study for any year, there are man^, mvny millions of 
dollars that are excluded voluntarily by the university in prepara- 
tion of that indirect cost study. The kind of thing we are talking 
about right now are errors discovered during an audit process. And 
it is our policy to, when we discover errors, to notify the Govern- 
ment of those and correct them. If the Government die covers an 
error, we are willing to look at that and take that error as well. 
That is our practice and our policy, and we have done it very faith- 
fully. 

Mr. Lent. The chairman is asking for time. 

Mr. DiNGELL. Time. The Chair is going to have a few questions 
here before we proceed over to the floor to vote. 

Dr. Kennedy, if the Chair understands your testimony correctly, 
your contention here is that there are a lot of associated coste in 
running a Universi'^y in support of research that must be recuper- 
ated in terms of making the institution whole in order to enable an 
institution like Stanford to be able to afford to conduct the re- 
search. Is this correct? 

Mr. Kennedy. Yes, that is correct. 

Mr. DiNGELL. OK. So there I would assume that if the Federal 
Government arbitrarily capped its indirect cost rates at 10 or 20 
percent, Stanford would be in a position of not being able to afford 
to conduct the research, or would be forced to subsidize the Govern- 
ment from other funds belonging to the university; is that correct? 
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Mr. Kennedy. It would be ft reed to subsidize it more than it is 
now, and it already is cost sharing to a considerable extent. 

Mr. DiNGELL. So the function then of the overhead is to assure 
that the university does not bear costs, or does not subsidize costs 
of research; is that correct? * 

Mr. Kennedy. No, I do not think so. 

Mr. Dingell. What is the purpose, then, of the overhead? 

Mr. Kennedy. I stated, Mr. Chairman, that it is to reimburse 
costs that the university has expended out of its own funds in order 
to support the activities that are required to support research but 
cannot be associated with particular projects 

Mr. Dingell. All right. I accept that. And, having said that, if 
you were not made whole with regard to those costs, you would be 
compelled then to subsidize the Government for the research which 
is beine done; is that right? 

Mr. Kennedy. Yes, Mr. Chairman. I would only add that we are 
not made entirely whole now. We are already cost-sharing. So we 
are talking about an increase, not doing something 

Mr. Dingell. Now, Dr. Kennedy, I have a curiosity. The Chair 
has found in the course of these matters through the activities of 
the staff that in 1988, 1989, and 1990, Stanford conducted research 
for the Government of Japan. In 1988, it conducted research for 
Matsushita, which is a large Japanese electronics company. In each 
of these cases, Stanford waived all overhead charges to the Japa* 
nese. 

Can you explain to me whjr Stanford would be willing to waive 
all overhead costs there, subsidizing the Japanese Government, as 
opposed to the U.S. Government, when it is getting its full share 
from the American taxpayer? 

Mr. Kennedy. Mr. Chairman, I would need to look into those 

Particular cases. Let me tell you what the policy is because we 
ave reviewed it during the past year and I have insisted on its ap- 
plication. 

We do not give any government a break on indirect cost recov- 
ery. We have refused grants from outside governments that insist- 
ed on below standard indirect cost reimbursement or no indirect 
cost reimbursement at all. 

Now, we have permitted, rarely, grants from private foundations 
or private organizations that do not customarily pay overhead in 
areas where we find it very difficult to get Government research 
support to be subsidized \^ith our own general funds. We do not 
like to do it, but we do to it some. 

Mr. Dingell. The records of this committee indicate that no as* 
sessment of overhead costs were made against the Japanese Gov* 
ernment in 1988, 1989 and 1990, and that none were assessed 
against Matsushita when work was done for either the Japanese 
Government or for this particular Japanese firm. 

This happened during your tenure as president. Can you explain 
to me why it happened? 

Mr. Kennedy. You are telUng me a fact that has not been 
brought to my attention with respect to Matsushita. With respect 
to the Japanese Government, I know of at least two grants from 
that source that are carrying standard overhead for those kinds of 
grants. So, if you will permit us to respond later> for the record, 
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Mr. Chairman, on the Matsushita case, we will be glad to do that; 
but this is news to me. 

Mr. DiWGELL. I note that you were accompanied bj your CJontrol- 
ler, Mr. Riddle, by your Assistant CJontroller, Ms. Sweet. Can you 
explain to us why it was that there were no overhead charges as- 
sessed in connection with these research programs to which the 
Chair has just alluded? 

Mr. Sweet. I, too^ would have to look at the particular situation. 

Mr. DiNGELL. What is the standard overhead which is assessed 
by Stanford against the persons who contract with it for research? 

Mr. Kennedy. Well, the provisional rate for this year, which I 
assume you are asking about is 70 percent. 

Mr. DiNGELL. Seventy percent. What was it last year? 

Mr. Kennedy. It was 74 percent last year. 

Mr. DiNGELL. What was it the year before? 

Mr. Kennedy. I think it was 74 percent, I do not remember the 
exact year that it jumped. 

Mr. DiNGELL. Now, the committee has just made available to you 
a copy of a report highlighting some of the examples that the Chair 
has been alluding to. Can you look at the indirect costs there 
please, doctor? Maybe you would want to share that with Ms. 
Sweet or with Mr. Riddle. 

Mr. Kennedy. No, I have it here. 

Mr. DiNGELL. Wimt does it say? 

Mr. Kennedy. Well, I am just trying to work my way through 
the columns, Mr. Chairman. It has columns for salaries, equip- 
ment, S&E stipends, total direct expense and reimbursed inc^irect 
expense and that is zero for the grant that you have marked in 
yellow from the Government of Japan. 

I can now go ^ little farther with this because I know who the 
faculty member is tvhose name is associated with the grant, it is 
Professor 

Mr. DiNGELL. Who is the faculty member who was the recipient? 

Mr. Kennedy. Professor Ward, which tells me that it is a grant 
to the Institute for International Studies, and I think it is the case 
that some grants that essentially involve cooperative international 
programs or exchange propcrams, do not carry overhead at all be- 
cause they are designed to further international cooperation. I 
would suspect that it falls under that kind of exemption; but as I 
say, I would need to see the project proposal and inquire of the in- 
vestigator and of the Director of IIS why it fell under that exemp- 
tion. 

Mr. DiNGELL. Well, let's go then to another one. In 1989, Stan- 
ford conducted research for a rather impoverished U.S. Corpora- 
tion, the Exxon Corporation. All overhead was waived. Can you ex- 
plain to us why that occurred? This is not international coopera- 
tion. 

Mr. Kennedy. Well, Mr. Chairman, there are various conditions 
under which overhead is waived by exception, and unless I knew 
this case, I could not tell you why. We do, by the way, waive over- 
head by standard exception for Government entities too. We only 
collect quite low overhead rate on training grants, for example, 
from the Government. So, there are exemptions of various kinds 
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and they serve various purposes. Again, to tell you which purpose 
thb one served, I would have to know about the particular project. 

Mr. DiNGELL. Now, Doctor, the Chair, in a reviewing of papers, 
has found that Stanford also performs biomedical and other re- 
search for the largest most profitable multinational pharmaceuti- 
cal corporations such as Pfizer, Upjohn and Ciba-Geigy. A^jain, in 
many cases, little or no overhead was charged. What comment 
would you like to give me on that? 

Mr. Kennedy. Well, it is sometimes the case that I know that 
Stanford will participate in multi-center clinical trials for the de- 
velopment of important drugs or devices and that some of those 
have special overhead arrangements. Again, Mr. Chairman, I 
would have to review the particular projects. I do not, I am sorry to 
say, look at every one that comes in. So I cannot give you the rea- 
sons for exemptions in these particular cases. 

Mr. DiNGELL. Well, let's now address Stanford School of Medi- 
cine. They conducted research for a very well-known organiza- 
tion—Weight Watchers— in 1990. Again, overhead was waived. 
Why would Stanford want to waive overhead as regard to Weight 
Watchers? 

Mr. Kennedy. Well, a variety of improbable suggestions come to 
mind, Mr. Chairman, but I think I will not try any of them. I do 
not know. Again, I would have to look at that particularly. 

Mr. DiNGELL. Well, you are charging the Federal Government at 
these times, the full 74 or 76 percent overhead. 

Mr. Kennedy. For regular research grants, y&i. 

Mr. DiNGELL. Now, I note that Weight Watchers is concerned 
with weight. Why are not similar benefits given to the Federal 
Government for AIDS Research? 

Mr. Kennedy. Well, Mr. Chairman, as I have said, the problem 
of on what basis we award waivers of indirect costs to particular 
sponsors depends very much on the individual case. I will be very 
happy to respond on a case-by-case basis, when I know them; but I 
really would appreciate a chance to do that and get back to you on 
it, because I cannot do it here. 

Mr. DiNGELL. The Chair is driven to the regrettable conclusion 
that the Federal Government is charged the full, the Japanese are 
not; the Federal Government is charged the full. Weight Watchers 
are not; the Federal Government is charge the full, Ciba-Geigy, 
Pfizer and others are not; and we have a — this impoverished corpo- 
ration, Exxon, is not charged overhead, whereas the Federal Gov- 
ernment is, again, charged the full tab. Does this seem to bring to 
your mind that perhaps we have an anomalous situation or per- 
haps an unfair situation here? 

Mr. Kennedy. No, Mr. Chairman, it does not. You have men- 
tioned ?ases where we hav^e given waivers or awarded grants or 
contracts at lower rates to particular organizations. Our standard 
rate for industry is the same as for Grovernment; in fact, it used to 
be higher until very recently. These exemptions 

Mr. DiNGELL. Now it is low because Exxon pays zero. 

Mr. Kennedy. These exemptions are few in number and I think 
each will have an individual explanation when I have a chance to 
give it to you. I want to emphasize it is not true that we generally 
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exempt Japanese corporations or foreign governments. It is true 
that certain Federal programs get exemptions. 

Mr. DiNGELL. The Chair is going to ask you to assist us by identi- 
fying every case in which overhead was waived and to give us an 
explanation as to why the overhead, in each of these instances, was 
waived. 

Mr. Kennedy. I will be glad to respond, Mr. Chairman. 
Mr. SiKORSKi. Mr. Chairman. 

Mr. DiNGELL. The Chair requests the gentleman from Oregon to 
take the Chair. The Chair has got to run over and vote. I will be 
back as quickly as I can. Mr. Wyden. 

Mr. SiKORSKi. Mr. Chairman, perhaps with unanimous consent, 
the examples of contracts for overhead was waived or capped below 
the general university rate document be put in, if appropriate. 

Mr. Wyden [presiding]. Without objection, that will be entered 
into the record. 

Mr. SiKORSKi. If appropriate. 

Mr. Wyden. Dr. Kennedy, I have a few questions, but first want 
you to at least hear my views, at this point. 

I think that this is a very sad day for one of the world's great 
universities. Speaking both as a Stanford graduate, as a taxpayer, I 
never thought that one would see this day where the president of 
Stanford University was going to be sitting where you are and 
asked to explain why antique fruitwood commodes were billed to 
the taxpayer; why Weight Watchers was given a free ride. I just 
think this is a very sad day to face this set of charges and debate 
as we have. I have got some specific questions. 

I want you to understand that I think that this is not primarily a 
debate about technical rules; about A-21 circulars and the like. I 
think that every taxpayer in this country looks at these kinds of 
charges and says these charges are wrong. 

Ultimately, what I want to hear from the university today is that 
you are going to take steps personally to change the direction of 
what is being done on campus with respect to these reimbursement 
systems, so that these charges do not happen again. 

We are going to debate technic^ 1 issues with you, and it is going 
to go on for hours. Ultimately, I think this has to come from the 
president's office and it has got to start there. The new accountabil- 
ity that I and others have talked about needs to start . ight in your 
office. What steps do you intend to take so that this kind of sorry 
pattern of charges and discussion is not repeated? 

Mr. Kennedy. I think I have already indicated several steps that 
we have taken and intend to take. I summarized our engagement 
with Arthur Andersen and Mr. Keevan and his group. We are re- 
sponding to audits and to audit findings to the best of our ability to 
keep up. We have taken on additional personnel to help with that 
response. 

We have withdrawn costs from the pools where that has seemed 
appropriate to us, and we are determined to improve our systems 
in ways that Mr. Keevan is going to help us improve them, and I 
certainly intend to take personal responsibility for that. 

As to its being a sad day for Stanford, Mr. Wyden, I think that 
there are probably aspects of sadness about it, but I think th^re are 
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also some— I think there is also some real cause for concern about 
some of the thin^ that have been— have been said here. 

I am concemea about what I think are rather loose implications 
of prospective criminal action against people at Stanford^ sugges- 
tions that I do not think have any signiHcant evidence behmd 
them. 

We have been charged by the Defense Contract Audit Agency 
with being obstructionist. 

We are, I promise you, doing our best to deal with 30 Govern- 
ment auditors with a staff of 15 who have to answer their ques- 
tions, and we are trying to— we are trjring to create and then to 
follow reasonable protocols for prioritizing those requests and re- 
sponding to them. We are going to continue to do that as actively 
and as effectively as we can. 

Mr. Wyden. Well, if I might just continue on this point, Dr. Ken- 
nedy, I do not think you have heard any loose criminal charges 
from this side of the dias. 

I think the members on both sides of the aisle have been very 
careful to address some matters that are documented, referring to 
records, and I would only say that— I mean we heard from Mr. 
Biddle, for example, of substantial skepticism about some of these 
proposals for the future. 

You heard me ask him about this matter of Stanford going back 
and scrubbing the charges, and he said that he really Questioned 
whether the people who were involved— and we are talking pro- 
spectively now, not retroactively— he has questioned whether the 
people, prospectively, have the kind of expertise and the commi^ 
ment to really get on top of this problem. 

Now, weren't you a little bit concerned when Mr. Biddle was 
talking about some of these prospective changes and questioning 
whether or not they had the expertise to turn this problem 
around? 

Mr. Kennedy. Well, from what I heard from Mr. Biddle, he al- 
luded to a rather short conversation with a representative of 
Arthur Andersen and appeared not to be satisfied with his experi- 
ence. 

We shopped very carefully for this engagement, Mr. Wyden, and 
we are assured by an array of people v/nose advise we sought that, 
indeed, we have made the best engagement possible, and I have 
great confidence not only in our people's motivation to carry out 
and to help conclude these audits but also in Mr. Keevan's skill 
and the skill of his colleagues. 

Mr. Wyden. Doctor, can you give the subcommittee some exam- 
ples of these allowable charges that were included in the overhead 
pools where Stanford, in effect, found them before the Government, 
brought them to the attention of the Government? 

Mr. Kennedy. Well, I cannot at this time. When asked that ques- 
tion before, Mr. Wyden, I referred it to Ms. Sweet. I think she an- 
swered it, but perhaps— perhaps she would like to say it again or 
comment further. 

Mr. Wyden. Well, let us just talk about the last decade of 
charges. Can you give some examples, again to try to show that 
Stanford is getting on top of this problem and not mst shuffling it 
off, that would indicate that it can find these unallowable charges 
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and bring them to the Government, rather than the Government 
having to chase the university down? 

Ms. Sweet. In the preparation of our indirect cost studies, as I 
indicated earlier, there are multiple millions of dollars, I would sa,^' 
somewhere between $15 and $20 million a year, that are, in fact, 
scrubbed, the verb that some have used earlier today, from the in- 
direct cost submission. 

So, we pay particular attention, before we make a submission to 
the Government of our indirect cost studies, to see to it that un* 
allowables are excluded. 

Mr. Wyden. What about, Ms. Sweet, past costs that have already 
been submitted? Can you give us some examples of where Stanford 
saw the problem first and brought it to the Government's atten- 
tion, since this investigation even? 

Ms. Sweet. Well, the investigation has been all-consuming for us. 
So, most of what has been found within the last few months has 
been found as a direct result of responding to auditors' questions. I 
would say we have spent 

Mr. Wyden. Has Stanford found even one example of these unal* 
lowable charges and brought it to the Government since the inves- 
tigation? 

Ms. Sweet. Since the investigation? Like. I say, we have spent 
100 percent, 100 percent of our time, probably beyond 100 percent, 
in responding to the multiplicitv of auditors. 

So. we have not been engaged in anvthing but responding to Gov- 
ernment auditors in the last several months, bvt in the last 10 
years, we could certainly provide you with a nunr ber of occasions, 
and I have got several here if you would like me to 

Mr. Wyden. I think the fact that the university cannot give this 
subcommittee today even one example of past specific costs since 
the investigation that they found as a problem does not breed a lot 
of confidence that this problem is being turned around. 

Ms. Sweet. I have several 

Mr. Kennedy. May I comment, Mr. Wyden? There are now 22 
DCAA auditors at Stanford, about 8 other auditors. 

We have got a comptroller's staff of 16, to which we have added, 
I think, half a dozen temporaries, and they are, at my direction, 
spending full time responding to DCAA requests for audits. We 
have 3,700 DCAA requests. We are behind on responding to them. 
No one in that shop, Mr. Wyden, is doing anything but servicing 
DCAA and GAO auditors, nothing. 

Ms. Sweet. Mr. Wyden, if you would like for me to give you ex- 
amples of situations prior to that, I would be glad to. I have several 
here, and we could give you a more comprehensive list later. If you 
want some examples right now, today, I have some. 

Mr. Wyden. No. I know that you are spending a lot of time with 
auditors and, particularly, Arthur Andersen, who you all have 
brought on, but I just think the fact that you cannot give one ex- 
ample 

Ms. SwEEi\ I can. 

Mr. Wyden [continuing]. Of a specific cost since this investiga- 
tion where the university brought it to the Government is not 
going to inspire a lot of confidence in people that this problem is 
being turned around. 
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Mr. Kebvan. Mr. Wyden, I, would just like to clarify something. 
While the university is spending a fair amount of time with Arthur 
Andersen and Company in connection with the controls review, I 
do think it is important that I point out that the number of DCAA 
auditors and GAO auditors is substantial and requiring a lot of 
time, and I think it is appropriate to be aware of that. 

Thank you. 

Mr. FiTZPATRiCK. Mr. Wyden, I think Ms. Sweet had some exam- 
ples that she would like to give. 

Mr. DiNGELL. Mr. Chairman, the practices of the subcommittee, I 
would remind all present^ are that all persons who are here to tes- 
tifV) do so under oath. 

Mr. Fitzpatrick, I would be delighted to administer the oath to 
you and permit you to testify if you so desire. That will, unfortu- 
nately, cause you to waive your responsibilities as attorney and ad- 
visor to the gentlemen who are present. 

I know you do not want that, and I do not. 

Mr. FiTZPATRiCK. I was merely pointing out that I thought Ms. 
Sweet— I thought Mr. Wyden might not have heard Ms. Sweet of- 
fering to give some examples. 

Mr. DiNGELL. We appreciate your assistance, but when she is 
here before the committee, Ms. Sweet is very much on her own, 
except as she might have an attorney-client relationship with you. 

Ms. Sweet. Would you like to hear the examples that I have? 

Mr. Wyden. I would. 

Ms. Sweet. OK. 

Mr. Wyden. Let us make it clear that we are talking about since 
the investigation, where you have scrubbed and gone back and 
found a specific cost that was unallowable, brought it to the Gov- 
ernment, and it was previously submitted. 

Ms. Sweet. Mr. V/yden, as I indicated earlier, we have been 
spending incredible resources adding staff. We probably have three 
times the staff onboard now that we normally have, and we are not 
able to do our ongoing current work. We are totally responding to 
auditors. 

I do have considerable examples, during more normal times, 
when we have, in fact, found and notified the Government of errors 
that we have found. 

Mr. Wyden. I have got to recognize my colleagues, but I think 
the point is, Ms. Sweet, you understood me perfectly well the Hrst 
time, and you had various people come up from the audience, and 
you still could not give us one example, not one, since the investi- 
gation started where there was scrubbing, where you could find a 
specific cost that had been submitted, and the university took it 
back, and that does not, it seems to me, suggest that the university 
is on top of it. 

Ms. Sweet. I feel this is an unfair line of questioning given the 
circumstances we have been under in the last 6 months. 

Mr. Wyden. Well, I will certainly note that you think it unfair, 
but I think what the taxpayers of this country, who have been sit- 
ting here for 5 hours and listening for examples as to why it may 
be reasonable to have a $1,200 19th century Italian fruitwood com- 
-mode billed to the taxpayers as part of running the tmiversity 
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would like to know specifically how this is going to be turned 
around. 

Mr. Biddle said, for one» that he had some serious questions 
about whether some of the people, like Arthur Andersen, had the 
expertise to do it. 

I wanted to know about specific examples that would suggest, 
from the beginning of this investigation, that Stanford was going to 
go back, scrub the charges, look at those that had been submitted 
and retract those that were unallowable, and you all could not give 
one. 

So, I am very anxious— and we will plan to stay as long as Chair- 
man Dingell allows— to hear about these efforts the university is 
making to turn this around, but from what I have heard, there is a 
considerable distance to go. 

Let me recognize the gentleman from Virginia. 

Mr. BuLEY. Thank you. Dr. Kennedy, did Stanford have to certi- 
fy the cost in the indirect cost pools in any way? 

Mr. Kennedy. You mean, the standard form of certification that 
was discussed this morning? 

Mr. BuLEY. Yes. * 

Mr. Kennedy. Yes, Mr. Bliley, it did. 
Mr. BuLEY. Who signed such certifications? 
Mr. Kennedy. Mr. Riddle signed those, I believe; is that correct, 
Frank? 
Mr. Riddle. That ib correct. 

Mr. BuLEY. Did you sign the certifications then, Mr. Riddle, that 
included the yacht depreciation and the expenses for the presi- 
dent's house? 

Mr. Riddle. No, sir, I signed the certification indicating that, to 
the best of my knowledge and belief, there were no unallowable 
costs contained in the submisgrion. 

Mr. BuLEY. Well, did you review the costs before you filed them? 

Mr. Riddle. Yes, sir, I always follow a normal due diligence. 

Mr. BuLEY. Well, if you reviewed them, how come you didn't 
come across the expenses for the depreciation on the yacht and the 
expenses ot the president's house? 

Mr. Riddle. First, I don't believe the expenses of the president's 
house to be unallowable. 

Mr. Buley. Flowers for the president's house, you believe are al- 
lowable? 

Mr. Riddle. I believe, according to the Government guidelines, as 
I have read them and interpreted them, those costs are reasonable 
costs in the operation of the university and that they would be al- 
lowable, allowable in part. 

Mr. Buley. How about the yacht? 

Mr. Riddle. Sir, the yacht was a flat out mistp.ke. It was embar- 
rassing to the institution. It's embarrassing to me as controller of 
the university. It has been removed from our costs. 

Mr. Buley. How about the antique «.ommode? 

Mr. Riddle. Sir, I'm not familiar with the antique commode. 

Mr. Buley. Well, it's a 19th Century ItaUan fruitwood commode, 
$1,200. 
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Mr. Riddle. Sir, Fm not familiar with that individual transac- 
tion. If this is part of the transactions for the president's house, 
they have been removed and what I said earlier stands. 

Mr. BuLEY. How about the Shopping Center; did you certify that, 
too? 

Mr. Riddle. Sir, I repeat what I did say before; I certified to the 
submission. Had I been aware that the Shopping Center was in 
there, I would have had it removed. It was also an embarrassment. 

Mr. BuLEY. When you were getting ready to sign this certifica- 
tion that these charges were, indeed, proper; how much time did 
you spend each year or each period examining the charges to make 
sure that, indeed, they were, in fact, allowable? 

Mr. Riddle. Sir, I cannot give you a particular time I do spend. I, 
as University Controller, am responsiole for a $1.2 billion enter- 
prise. We have about 3 million transactions a year that flow 
through the accounting system. I do not check them all. 

Mr. BuLEY. Well, what system did you have to examine the indi- 
rect cost pool, even on a test basis to see whether the charges in- 
cluded in it were appropriate to make to the Government? 

Mr. Riddle. That screening process takes place at the time the 
indirect cost study is constructed. 

Mr. BuLEY. Fm sorry; would you repeat that? 

Mr. Riddle. That screening normally takes place at the time the 
indirect cost study is constructed. As Ms. Sweet has testifled, they 
removed many millions of dollars at that time as unallowable costs. 

Mr. BuLEY. Do vou believe that the system was adequate? 

Mr. RiroLE. I believe that the system of internal controls at 
Stanford University is a normal internal control system for higher 
education. 

Mr. BuLEY. That's a pretty good answer because Tm confused as 
to whether it's yes or no. Maybe we better go over it again. 

Mr. Rowland. Would the gentleman yield? 

Mr. BuLEY. rd be happy to yield to the gentleman from Georgia. 

Mr. Rowland. If that is normal, do you think that the same type 
of situation existe in other universities throughout the country? 

Mr. Riddle. Fm sorry, sir, I can't respond directly to that. 

Mr. Rowland. I believe that you said that the system of internal 
control that Stanford has is a normal type of system for a universi- 
ty, is that correct? 

Mr. Riddle. As I understand it, yes. 

Mr. Rowland. Well, then, do you think that other universities 
throughout the country may have the same type of difficulties 
going on at Stanford now if they have a similar type of system of 
internal control? 

Mr. Riddle. They would. 

Mr. Rowland. Well, that certainly raises an interesting point. I 
yield back to the gentleman. 

Mr. BuLEY. Mr. Riddle, getting back to the Shopping Center, 
those charges; has any of that depreciation money been paid back 
to the Government for 1987 or 1988? 

Mr. Riddle. I would have to defer that to Janet Sweet to answer 
whether that's been removed. 

Mr, BuLEY. Ms. Sweet? 
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Ms. Sweet. Those costs were administrative costs and not depre- 
ciation and the 2 years that were involved were 1986 and 1987; did 
not include 1988. That was a situation where we have recently indi- 
cated that those were incorrect costs. We discovered the error in 
1988. 

Normally, we would have communicated that there was an error 
in 1986 and 1987. It is not known to us» what the situation was 
back at the time we handled it correctly in 1988. We would normal- 
ly have communicated that. 

Mr. BuLEY. Well, in 1988 when you discovered this, did you go 
back and correct the situation and 

Ms. Sweet. That's what I was just saying. Our normal practice 
would have been to do so. In this case, we didn't and so I'm not 
sure whether the person who found this and corrected this in 1988 
didn't go back and look in 1986 and 1987 to see that there was a 
problem. That's just lost to history. We have, in fact, corrected that 
now. That document, we will be glad to provide to you. 

Mr. BuLEY. When did you fmd out that you hadn't paid the 
money back. 

Ms. Sweet. Please ask the question again. 

Mr. BuLEY. When did you nrst find out that you hadn't paid the 
money back for 1986 and 1987. 

Ms. Sweet. When the GAO discovered this in the fall in their 
audit findings. 

Mr. BuLEY. Fall of 1990? 

Ms. Sweet. The fall of 1990, right. 

Mr. Bliley. ok, if you found it now, since the fall> have you paid 
it back yet? 

Ms. Sweet. The university operates with a fixed carry forward 
rate situation with the Federal Government, so this is an adjust- 
ment to the carry forward and that adjustment has been made. 

Mr. Buley. Tiiank you, Ms. Sweet. Mr. Riddle, if you believe 
that the system was adequate, why then did you— why has Stan- 
ford now agreed that the expenses in the President's home be with- 
drawn? 

Mr. Riddle. Sir, that decision was not my decision. That was the 
decision of the president. 

Mr. Buley. Perhaps Dr. Kennedy would like to answer. 

Mr. Kennedy. Yes, I will be glad to, Mr. Bliley. We withdrew 
those costs, even though they are technically allowable because I 
wasn't comfortable with them, because I don't think they contrib- 
uted to public credibility and because I felt we'd be better off with- 
out them, so we took them out. 

Mr. Buley. When did you become uncomfortable enough to 
decide to withdrawn them? 

Mr. Kennedy. We made the decision on January 8, and I think 
the letter withdrawing them is 1 or 2 weeks later, the 23rd, per- 
haps. We'll submit that letter. Tve already said we're going to 
submit that letter to the subcommittee. 

Mr. Buley. This is 1991? 

Mr. Kennedy. Yes. 

Mr. Buley. Thank you very much. Thank you, Mr. Chairman. 
Mr. DiNGELL. The Chair thanks tlie gentleman. As chairman, it 
falls to my duty to see to it we have an orderly record. Ms. Sweet, 
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the Chair reminds you that you are under oath. The Chair notes 
that none of the Government agencies who were inquired of today 
with regard to the return of the moneys with regard to the depre- 
ciation on the Shopping Center are aware that there has been any 
return. Are you sure you don't want to rethink your answer before 
us? 

Ms. Sweet. The letter was faxed to the GAO, to ONR and to 
DCAA. 

Mr. DiNGELL. When was that? 

Ms. Sweet. I don't know the exact date, but like I say, we'll be 
glad to get you a copy of the letter, and it was faxed to them. 

Mr. DiNGELL. Can you give us an approximate date? 

Ms. Sweet. I would say it was iy2 or 2 weeks ago, something like 
that. 

Mr. DiNGELL. I beg your pardon? 

Ms. Sweet. A week and a half to 2 weeks ago, approximately. 

Mr. DiNGELL. The timing was admirable. Now, the staff has ex- 
pressed great curiosity on this. You learned about it in the Fall. 
Why did it take you from last Fall which is a matter of some 6 
months ago, to return these moneys which were improperly 
charged against the Federal Government? 

Ms. Sweet. I'm sorry, I was distracted a little bit. Could you 
repeat the question, please? 

Mr. DiNGELL. The staff has expressed great curiosity on these 
matters. I must confess a modest level of curiosity of my own. 

You found out about this in the Fall and you returned it IV2 or 2 
weeks ago. What occasioned this long interval before conscience 
struck and you were compelled to return this money? 

Ms. Sweet. It wasn't conscience that struck me. 

Mr. DiNGELL. I beg your i>ardon? 

Ms. Sweet. Til just explain. Like I say, we have had thousands of 
requests by various auditors and when we responded to the ques- 
tion of the GAO, I would say it was approximately December on 
their Shopping Center question. We knew that the error had taken 
place. 

It occurred to us within the past few weeks that we had not com- 
municated that error to anyone other than the GAO. It was com- 
municated to the GAO in the course of our response to their audit 
questions. We formalized that with DCAA and ONR and the GAO 
most recently. 

Mr. WyJen, I have also been reminded of a specific example, if 
you would like to hear that, where we did voluntarily find some- 
thing during the Fall, in spite of our heavy audit activities. 

Mr. Wyden. If the Chair would just yield on that point; that to 
me is a key question because that goes to the ability to turn this 
mess around. If that's acceptable with the Chair, Td very much 
like to hear it. 

Ms. Sweet. OK, when we first found— when we finally found the 
Victoria, I should say, and the fact that depreciation had been 
charged incorrectly, we went back and we looked to see whether 
there was other similar kinds of equipment that v^ps likewise 
charged. In fact, the Victoria was about less than a -d of the 
amount that we withdrew. 
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The remainder was for other equipment that we found on our 
own by expanding the scope of the review. 

Mr. Wyden. Mr. Chairman, if I could just continue; what other 
equipment was being charged, other boats? 

Ms. Sweet. Our recollection is that there were some smaller 
boats» there was a computer, some golf course equipment. Like I 
say 

Mr. Wyden. Cars? 

Ms. Sweet. Cars? 

Mr. Wyden. Yes. 

Ms. Sweet. To my knowledge, there were no cars. 
Mr. Wyden. How many boats? 
Ms. Sweet. Tm not sure of that. 
Mr. Wyden. One, six, nine? 

Ms. Sweet. I really don't know. Fll be glad to get that for you. 

Mr. Wyden. Wouldn't that be relevant to the taxpayers, again, 
who would be listening to something like this? That s hard to see 
as a research expenditure. We're talking about it, and again 

Ms. Sweet. We agree. 

Mr. Wyden. But you don't know how many boats. 

Ms. Sweet. I must admit that I don't have the listing of all of the 
equipment. We went back and removed it all, every last item. 

Mr. Wyden. But you don't know whether it's 5 or 10 or what? 

Ms. Sweet. I really don't, Mr. Wyden. Like I say, we removed the 
entire amount and we can certainly get it for you, if you would like 
it. 

Mr. DiNGELL. The Chair is going to express some curiosity here. 
You folks have been complaining here today about being Adam's 
Apple-deep in Government auditors who have been around reauest- 
ing papers and asking for information and looking into all the 
events that are associated with this, and yet you come before us 
and express the greatest surprise that we are asking about boats 
and yachts and ofepreciation and when money was paid back and 
all these other questions. 

I would assume that appearing here with the president, the con- 
troller and the assistant controller, there would be somebodv there 
at the table who would have some vague appreciation of what the 
costs were, when the money was given back, why it was charged, 
what boats were depreciated, what were the other items and why 
all these events occurred and when the money was returned. 

There's great surprise at the table when these questions are dis- 
cussed. I'm not sure whether you were preparing for this hearing 
or for another hearing in another place on an entirely different 
sutnect. 

The Chair reco^izes the gentleman from Minnesota. 

Mr. SiKORSKi. Thank you, Mr. Chairman. I have empathy for 
your situation and all of vour professional careers and concerns 
and reputations of note ana families and that, but I'm disappointed 
with the response, the formal response given. Mr. Keevan, on the 
last page, page 9 of your 9 and a quarter pages of testimony, you 
begin by saying, ''The key test for reasonableness of costs such as 
linens and flowers and president's house are whether the coste are 
purely necessary for the overall operation of the university, despite 
the fact that they have no direct relationship to research. The 
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mcgor consideration involved in determining the reasonableness in- 
clude whether the costs are consistent with the university's estab- 
lished policies and practices and whether the costs are prudent and 
are generally recognized as necessary for the operation of the insti- 
tution, and it is my understanding that these types of costs meet 
these criteria." 

I just walked out of here going to the vote and came back in and 
I don't think you get the point. I don't think you understand that 
this isn't a — if we catch you, then it's wrong, and that this is an 
issue of grayness. There are certain costs that were charged to the 
taxpayers that are simply not allowed and shouldn't be reim- 
bursed. 

That hasn't been admitted or stated, that I understand. 

Mr. Keevan. Mr. Sikorski, I believe it has been. 

Mr. Sikorski. OK, we'll take that, but every time we get into this 
issue again, we go back to this. The conclusion here that you cited 
for us is, you guys can either play around this gray area— this is 
your conciusion. These are not clear-cut questions; they're gray 
areas and if you want, we'll set up a very expensive system of ac- 
counting and then charge it back to vou; end of discussion. 

Mr. Keevan. I don't believe that s the proper interpretation of 
my conclusion. 

Mr. Sikorski. I'm telling you whether it's the proper interpreta- 
tion; I'm telling you it's my interpretation. Until this thing gets 
put into the perspective that I think most of the taxpayers watch- 
ing this thing play out have, you're going to have trouble and a 
bunch of people are going to have trouble. 

A little bit earlier, there was indignation that you had to respond 
for the last several weeks to a bunch of auditors. I know that's 
bothersome and isn't the way you'd like to conduct your business. 
I'm sure you're working 20 some hours a day and it's frightening 
and you have a pit in your stomach and the rest of it. 

That's understandable, but that's nothing to get indignant about, 
because there remains at the end of this discussion, the issue that 
the gentleman from Oregon stated; it ultimately should play out 
that people say, this is a responsibility that we have and we need 
to be accountable and we pledge to do the best we can under that 
circumstance. 

For me, I have respect for Stanford, but I don't have any connec- 
tion; I didn't go there, I don't know anyone in my family that went 
there and the rest of it. There are a whole host of universities and 
research institutions across this country and the goose that lays 
the golden egg can be killed and made into pate unljss this thing 
gets pulled in and people respond to these questions. 

Dr. Kennedy, you know what I'm talking about. You've been 
through a lot of hearings and in Health and Environment and 
other places. You know how it works. I think people deserve an ex- 
pression of concern. 

Mr. Kennedy. I know how it works, Mr. Sikorski, although I 
must say I've learned a little more. Let me just say that I think 
you're absolutely right about the need to respond, and I hope very 
much that you haven't detected indignation at this table about the 
presence of Government auditors. Look, we know that this is a le- 
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gitimate inquiry, and we know that we have to answer the call and 
that we have to respond. 

I do think, though, that it's a little unfair to charge us with un- 
responsiveness, as the Defense Contract Audit Agency has, when it 
has my controller's office in severe gridlock. We are really doing 
our best, I promise you. 

Mr. SiKORSKi. Well, you know why that's occurring. We all know. 

Mr. Kennedy. I understand. 

Mr. SiKORSKi. The issue gets blown into headlines; there have 
been investigations, our investigation, GAO investigations. You get 
everyone breathing down your neck, you discharge it to other 
people, and DCAA needs to show that they're super investigators, 
and they go in, and everybody is making demands. 

But this wouldn't have happened, none of this would have hap- 
pened if there hadn't been a yacht, if there hadn't been a shopping 
center, if there hadn't been wine and linen and commodes and 
these other things. They're not the subcommittee's fault that that 
happened, and they're not the DCAA's fault that they happened. 

The fault lies with the university and the Board of Trustees, and 
we get told that on linen and flowers of $2,000 a month, that the 
Stanford's Board of Trustees has confirmed that these types of cost 
meet these criteria. 

I'm simply saying that I don't buy into the Board of Trustees' of 
Stanford's interpretation of anything. My responsibility goes to 
650,000 people in the State of Minnesota and the Nation as a whole 
in some general way. 

Mr. Kennedy. Well, I've tried to respond to that in my own as- 
sertions that we are going to work hard at this problem, Mr. Sikor- 
ski. We are determined to do that. I can assure you that Mr. 
Keevan shares my ambition to resolve these problems thoroughly, 
and that our attitude is that we want to create an excellent 
system. 

Mr. SiKORSKi. Let me ask you on that. You had a shot to clean 
this thing up. When concerns first arose at Stanford, you conducted 
an internal investigation which concluded that the taxpayers of the 
United States owed you guys $13 million. 

Mr. Kennedy. Mr. Sikorski, what I asked the internal audit to do 
was to examine some problems that Mr. Biddle had brought to our 
intention. That was not intended to be a comprehensive look, and 
the $13 million didn't come out of that estimate, it came from our 
estimates of the carry forward for years, I think, 1987, 1988 and 
1989, or it may have been 1988, 1989 and 1990. 

Mr. Sikorski. Do you think citizens oi nip.ine, Minn., feel happy 
that seven-eighths of the streets of Stanforu are paid for by taxpay- 
er money through an indirect cost program, a reimbursement for 
research? 

Mr. Kennedy. Well, I certainly think they wouldn't be, and I 
wouldn't be, either, if they were. That number happens to be 
wrong, like some other numbers that came out. 

Mr. Sikorski. How is that number wrong? 

Mr. Kennedy. The actual allocation of capital construction of 
roads and so forth is about 39 percent, not 80. 
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Mr. SiKORSKi. OK. Pour-tenths, assuming you're— I just don't— 
when the trustees approve linen and flowers at $2,000 a month, 
where does that money come from? 

Mr. Kennedy. That money comes from the general fund of the 
university, or some of it, in some cases, from restricted accounts. 

Mr. SiKORSKi. And then we pay that? 

Mr. Kennedy. You pay that portion that's allocated to sponsored 
research from the G&A pool. 

Mr. SiKORSKi. And our money comes out of? 

Mr. Kennedy. The Government's money obviously comes from 
the taxpayers. 

Mr. SiKORSKi. And the money spent on flowers at the house 
doesn't go to research elsewhere? 

Mr. Kennedy. It is not a direct cost of research, and plainly, Mr. 
Sikorskiy we agree with you because we are going to remove those 
costs, and we're going to see to it that they don't get in there. 

Mr. SiKORSKi. Well, now, that's not what Mr. Keevan said. The 
school board, the trustees confirmed these types of costs meet the 
criteria. 

Mr. Keevan. Mr. Sikorski, let me answer that, please. First of 
all, I do get the point. There are, however, iiidirect costs that are 
legitimate costs of running the president's house, and they are 
properly allowable. I'm not going to pick the numbers, I'm not 
going to pick the level of expenditure right now, but the fact is it 
takes something to run that house, and that house is there for the 
university. 

Second, please, if T may finish, in terms of the indication that 
you apparently si^ here with respect to the DCAA and the GAO, 
we, in fact, instigated the coordinated audit activities that we've at- 
tempted to try to implement here at Stanford, and I participated 
actively in that because of the importance of getting this activity 
taken care of and behind us. 

Third, I'd like to point out that apparently, there's been some 
statement by Mr. Biddle with respect to our university experience. 
It's pretty clear to me that this issue is a Government contracting 
issue, and a very difficult one. 

I would also note to you that the day that I had the discussion 
with Mr. Biddle, he told me in frort of DCAA representatives how 
absolutely pleased he was to have Arthur Andersen involved in 
this project because of high regard for the firm. As a result, I'm a 
little confused by Mr. Biddle's comments. 

But I think we need to get moving. I just want you to understand 
I understand your point very well 

Mr. Sikorski. You have some background in it, and we should 
share that, if it hasn't been. You were associated with the Packard 
Commission. 

Mr. Keevan. Yes, sir. 

Mr. Sikorski. The Reagan administration attempt to ferret out 
waste and fraud and reform the procurement process at DOD. 
Mr. Keevan. Yes, sir. 

Mr. Sikorski. How qo you view this situation from that experi- 
ence? 

Mr. Keevan. I view it as a disturbing situation. 
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Mr. SiKORSKi. OK. Thank you. Thank you, Mr. Chairman. Thank 
all of you. I know this is not pleasant. 

Mr. DiNGELL. The Chair recognizes now the gentleman from 
Georgia. 

Mr. Rowland. Thank you, Mr. Chairman. I have just a couple of 
questions Td like to ask here, and I address this to you. Dr. Kenne- 
dy, or anyone there that can answer it. 

The DCAA has found that an MOU concerning the utilities study 
is seriously flawed and has resulted in potentially significant over- 
charges by Stanford. For instance, the study purports that Govern- 
ment research uses 578 percent more electricity than research 
funded by Stanford. How has Stanford conducted its study regard- 
ing utility charges to support this existing MOU? 

Mr. Kennedy. Fd like to refer that question to Ms. Sweet, who is 
in charge of our cost studies group, if I may. I just might say in 
more general terms that the utilities study is, like all other cost 
studies, done jointly with the Government and is the subject in this 
case, as you point out, of a Memorandum of Understanding that 
both the Government and Stanford have signed off on. 

Ms. Sweet. I was a bit puzzled by some of the testimony I heard 
earlier. The utilities study was conducted by an outside engineer- 
ing firm. Not only did the Office of Naval Research bring an engi- 
neer in— not their costing people, but an engineer in to work with 
us— but the Defense Contract Audit Agency was there and present 
and worked with us during the course of this study, too. So to the 
extent that there is now question about it, it's a bit of a puzzlement 
to us. 

Now, we have agreed with the OCNR team that we will be con- 
ducting another utility study, and we're in the process now of put- 
ting together a proposal that will be presented to them next week 
on the conduct of a 

Mr. Dingell. Would the gentleman yield? 

Mr. Rowland. Yes, I yield to the chairman. 

Mr. Dingell. You're familiar with this utility study, are you, Ms. 
Sweet? 

Ms. Sweet. Pretty much. 

Mr. Dingell. Are you, Mr. Riddle? 

Mr. Riddle. Fairly, yes. 

Mr. Dingell. What was the premise on which it was decided that 
Government research uses 6.85 times more utilities than research 
funded by Stanford? Obviously, there is a reason. Why is it that 
Government research here uses 6.85 times more utilities than re- 
search funded by Stanford? 

Ms. Sweet. I'm not familiar with that statistic. If someone could 
clear that 

Mr. Dingell. Well, you said you were familiar with the study. 
Mr. Riddle, can you assist us? 

Mr. Riddle. No, I can't, sir, because I don't believe that number 
is in the study. Tm unfamiliar with that ratio. 

Mr. Dingell. Well, supposing we dispensed with the Figure which 
I have, which is 685 percent, and used 578 percent. Why is it that 
the Government uses more electrical and other utilities than does 
investigations and research that is carried forward by Stanford. 
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Mr. Riddle. Well, Mr. Chairman, you're obviously quoting from 
something. 
Mr. DiNGELL. Pardon? 

Mr. Riddle. You're obviously quoting from something that I'm 
not familiar with. If you could give us a copy 

Mr. DiNGELL. Well, you have a study which justifies this. There 
is an MOU, Memorandum of Understanding on this, and everybody 
has agreed. 

Ms. Sweet. I certainly don't recall that from the study. 
Mr. DiNGELL. Pardon? 

Ms. Sweet. I certainly don't recall that from the study, so if you 
want to share with us what you're looking at, that would maybe 
help us. 

Mr. DiNGELL. Well, Dr. Kennedy, you're the president, what can 
you tell us about this? 

Mr. Kennedy. I can't tell you about this particular study, but I 
can offer a suggestion, if you just want— if you just want one off 
the top of my head. Government-sponsored research in general is 
research in the 

Mr. DiNGELL. Well, let me read to you what it says here. It says. 
The study adopted by the MOU concluded that the OR laboratory 
consumed 578 percent more electricity than laboratories for class- 
room instruction or department research. However, we identified 
meter readings and usage records as early as 1985 for electricity 
and 1986 for chilled water from SU's O&M Department. SU did not 
inform the Government of such records at the time of the 1985, 
1987 and 1989 extensions. Also, SU did not correlate the results of 
the study to the meter readings and usage. Knowledgeable O&M 
personnel informed us that SU has meters and maintains records 
for utility consumption on practically all its buildings for access 
records for the utility reading and usage records. 

Now, we have had testimony today that vou have not been coop- 
erative in making these records available to the GAO and to 
others. Can you give us some helpful comment on why Stanford 
has not been more forthcoming on matters of this sort. 

Ms. Sweet. You're reading from a document that we have not 
been — that is not — we've never seen. 

Mr. DiNGELL. This is a report to the committee from the Defense 
Contract Audit Agency. 

Ms. Sweet. They did not share that with us. 

Mr. DiNGELL. I'm just trying to reflect your recollection as best I 
might and hope that you might recall why it is that this situation 
occurs as it does? This MOU has been in place for 10 years. Obvi- 
ously, there must be some familiarity on the part of some official 
at Stanford as to why Government is billed so much more for utili- 
ties than other research which takes place at Stanford. 

Mr. Rowland. Mr. Chairman 

Mr. DiNGELL. I yield back the time to my friend. 

Mr. Rowland. I^t me just ask a question. 

I thought that Ms. Sweet had earlier said that she was perplexed 
by this too, that she was aware of it but was perplexed by the 
charges. 

Ms. Sweet. What I'm perplexed with is the fact that both— that 
DCAA, who participated with us during the conduct of the study, is 
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now raising a question about it. That is what I was referring to 
earlier. 

Mr. Rowland. So you are really not familiar with the situation 
about the overcharges relative to the electricity in the Govern- 
ment-funded research versus what Stanford is 

Ms. Sweet. The document that the chairman just read is not one 
that I am familiar with. 

Mr. Rowland. Dr. Kennedy? 

Mr. Kennedy. I thought I heard in what the chairman read, Dr. 
Rowland, that it was a comparison of the Government-sponsored 
research buildings with other buildings that were used for class- 
rooms or non-sponsored research. Did I mishear that? 

What was that sentence? 

Mr. Dingell. If the gentleman would yield, it also said "and in 
department research.'' 

Mr. Kennedy. Yes, well, it would not be 

Mr. Dingell. Just about everything you do. 
Mr. Kennedy. Many of the pure science buildings that are occu- 

Eied almost entirely by Government-sponsored research are very 
eavy utility users. 

It would not surprise me at all if they were 10 times as heavy as 
classroom or departmental research buildings. 
Mr. Rowland. If the chairman would yield back. 
Mr. Dingell. It's the gentleman's time. 

Mr. Rowland. Does that mean then that research goes on that is 
funded by the Government that uses, is your figure 10 times as 
much electricity as research that goes on that is funded by Stan- 
ford? 

Mr. Kennedy. I think that the comparison was between those 
kinds of buildings, Dr. Rowland, and then other buildings that con- 
tained a mixture of things, and I thought I heard classrooms and 
departmental research and non sponsored research. Perhaps the 
Chair could read it again. 

Mr. Rowland. I'll yield. 

Mr. Dingell. Doctor, if the Government is such a big energy 
user, why is it that this is carried as an overhead cost and why is it 
not carried— or rather, why is it not carried as I believe it more 
properly should as a direct cost of the research? 

This is a large identifiable item. 

You're carrying it as an indirect cost. 

If you're going to run a cyclotron or you are going to run an 
atom-smasher or you're going to run high energy physics research 
or you're going to run big, powerful lasers, why is it that you don't 
charge this as a direct expense and a direct cost of the research as 
opposed to dealing with it as an overhead cost? 

Mr, Kennedy. It could be done that way at no gain or loss to the 
Government. 

The thing that we would need to have, Mr. Chairman, is a meter- 
ing system that went by laboratory or activity rather than by 
building and that would 

Mr. Dingell. You have just told me that certain buildings were 
entirely Government ♦'osearch. 

Mr. Kennedy. Yes, out 

». 212 



208 

Mr. DiNGELL. You have also indicated to me, rather I would 
think that if I were to ask you the question you would also indicate 
to me that where you do Government research, all the costs that 
are associated with Government research including energy costs 
are billed to the Government. 

It sounds to me here like you were in fact billing the Govern- 
ment twice for the same energy and for the same utihties. 

Mr. Kennedy. Oh, no, Mr. Chairman. We wouldn't bill the Gov- 
ernment twice. I thought ^ou were asking why we didn't in respect 
to buildings that contamed only Government research direct 
charge it. 

Those buildings contain many projects, so it would have to be 
direct charged to many different projects anid we would have to 
have independent metering on all of them to justify the direct 
charge. 

Mr. DiNGELL. Well, doesn't that go into your contract which you 
signed for the cost of the basic research vhich is done, as opposed 
to saying, well, we'll put it into overhead? 

Mr. Kennedy. It might indeed be better to do it that way. It 
would not save the Government money, however. It would be the 
same amount. 

Mr. DiNGELL. I am intruding into the time of the gentleman from 
Georgia and I am going to request the GAG to look at this particu- 
lar point. 

I thank the gentleman and I apologize for using your time. 

Mr. Rowland. I guess the point is, Mr. Chairman, that the cost 
of electricity in this instance was used based on an MOU— a Memo- 
randum of Understanding— and the question that you want an- 
swered — is it also being charged as a direct research expense. 

Is that the 

Mr. DiNGELL. I think it is up to Dr. Kennedy to establish that 
that is not the way it is being done. 
Mr. Kennedy. Yes, that's correct. 

Mr. Rowland. That's correct, and I have just one other question, 
Mr. Chairman, that I would like to ask Dr. Kennedy, if I may. 

Stanfoid last week wrote to the GAG acknowledging that the 
costs of Stanford's centennial celebration were included in the 
overhead pools at a cost in excess of $1 million and they now real- 
ized the real cost was not $1,074,528 but it was actually $420,811, a 
difference of almost $650,000. 

It seems to be a rather large error. Do you have any idea how 
this occurred? 

Mr. Kennedy. I do not, Dr. Rowland, but we can look at it and 
supply an answer for the record later. 

Mr. Rowland. Well, this could well have been another account- 
ing error, I suppose, and youll just have to submit that, as you 
said, for the record. 

How did you find this difference? Ms. Sweet? 

Ms. Sweet. The one that you've just read? 

Mr. Rowland. The one I just read. 

Ms. Sweet. The one that you Just read. The numbers that you 
have quoted are a bit different. They include not only the Centen- 
nial celebration but a collection of other accounts, so that the dif- 
ference in the bottom line that you are dealing with is not just the 
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Centennial celebrations and I think that the record ought to be 
cleared up on that. 

Mr. Rowland. But who brought this— even if it does include 
other costs— who brought it to your attention? 

Ms. Sweet. The GAO asked a question regarding the Centennial 
and observing that they had heard a lot about the Centennial, and 
in response to questions relating to that, we discovered some errors 
on both sides, as a matter of fact. 

Mr. Rowland. And so you really didn't know about this problem 
on your own but it was brought to your attention by the GAO? 

Ms. Sweet. Correct. That s correct and we found in fact as we 
looked into it an error in the Government's favor and an error in 
the univevslty's favor. 

Mr. Rowland. Do we have any idea how many other problems 
there may be out there that the GAO is going to have to focus at- 
tention on and bring to light? Do you have any idea at all about 
that? 

Ms. Sweet. You mean in terms of other errors? 
Mr. Rowland. Yes, other errors, yes. 

Ms. Sweet. Well, in an operation as large as ours, there are- 
there is opportunity for errors. There's no way to run an absolutely 
error-free system. 

When we find them, we correct them. 

Mr. Rowland. Well, we've talked about the internal controls 
that you have there and the fact that so many of these errors have 
occurred and have not been brought to light. So, it's puzzling why, 
as Mr. Riddle had said earlier, that you have a normal sort of ac- 
counting procedure in your university system, why it wouldn't 
have turned up these errors before someone else or some other 
agency brought them to your attention. 

Mr. Chairman, I will yield back at this time. 

Mr. Dingell. The Chair thanks you. The gentleman from Texas, 
Mr. Biyant. 

Mr. Bryant. Thank you, Mr. Chairman. 

Dr. Kennedy, I read your full statement and although I was in- 
volved in floor debate at the time you presented it, I have read it 
and I assume it's some of what you said in your direct testimony 
here. 

I am puzzled about what your characterization of the cause of all 
of this problem is. Are you saying to the committee today that all 
of this has been an unfortunate and huge accident based only upon 
perhaps some sloppiness here and there in bookkeeping but there 
was no effort anywhere within the university to be aggressive, to 
put it mildly, in billing the Government? 

Mr. Kennedy. I think we have three problems. 

I think we have errors and an error level that I am certainly not 
comfortable with. We have some system infirmities which with the 
help of Arthur Andersen we are going to try to address and re- 
spond to aggressively. 

Third, we have learned a hard and painful lesson about certain 
kinds of costs that under the rather complicated and perhaps in 
need of repair rules ot OEM Circular A-21 are legally allowable but 
plainly inappropriate costs that in short should not be put in indi- 
rect cost pools. 
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I have tried to identify our responsibility for thoi^ errors and to 
testify to our willingness to move aggressively to correct thorn, so 
you don't see on this side of the table any sense of satisfaction 
about where we are but a lot of determination to get to someplace 
better. 

Mr. Bryant. Well, what I hear, there is error and then there is 
the exercise of legal rights, which may not be in the spirit of what 
was intended by the law— is that what you are saying basically? 
Mr. Kennedy. Yes, I think that is a fair characterization. 
With respect to — with respect to the issue of aggressive recovery 
or over-recovery, I don't think we were particularly aggressive. 

Had Stanford been distinctively more aggressive than other uni* 
versities, I think the predicted result would be that we would have 
a rate that was here— an outlier—and then everybody else would 
have a significantly lower rate, and in fact there is a rather tight 
cluster of institutions. 

Mr. Bryant. I am not trying to compare you to other universi- 
ties. We are only looking at Stanford. I fear that this may indicate 
that other universities are doing as much or worse. I hope not. 

You said that you were not being particularly aggressive. How 
then do you describe the way in which you did your accounting on 
the silverware? 

Mr. Kennedy. Well, 1 don't believe that that was an intent to be 
aggressive, Mr. Bryant. 1 really don't. I think that that was an 
honest effort to value that fairly with an arms-length appraisal, 
transfer it as appropriate, and that the costs went into a pool was 
plainly inappropriate and that is obviously in that category of costs 
that we will withdraw. 

Mr. BRYAN'r. The dividing up of that silverware into pieces in 
order to make you eligible for more money, you don't see anything 
wrong with having done that? 

You don't consider that even to be aggressive? I consider it to be 
blatantly dishonest, but I'm surprised you wouldn't at least concede 
that it is aggressive? 

Mr. Kennedy. Mr. Bryant, that assumes that it was done for 
that purpose and I^m not aware that it was done for that purpose. 

Mr. Bryant. What other purpose could it possibly have been 
done for? 

Mr. Kennedy. Well, I haven't examined the transaction in detail, 

Mr. Bryant, but 

Mr. Bryant. But you have heard as much about it as I have. 
What purpose could it possibly have been done for except to get 
more money? 

Mr. Kennedy. I think that the silverware came in different cate- 
gorieo and it was probably apprais^ed in the categories that it came 
in and I suspect that it was not, that the value for each didn't 
esrceed the threshold. 

I think that to assume aggressive intent is more than the data 
suggests at this point but we will certainly ask about it. 
Mr. Bryant. Have you not asked about it before today? 
Mr. Kennedy. Well, I haven't asked about the Wv y in which the 
appraisal was obtained, no. I haven't. 
Mr. Bryant. Why not? 
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You said earlier today in response to a question from the chair- 
man that you couldn't assign intent. You didn't know how to 
assign intent with regard to this matter. 

The question in my mind at the time was why didn't you c^l 
somebody and ask them what happened? 

Mr. Kennedy. It didn't occur to me that suspicions would arise 
about the intent. 

Mr. Bryant. Didn't any suspicions arise in your mind about the 
intent? That's what I am getting at. 

Mr. Kennedy, No. It seems to me that given that the way that 
that material comes, that it is in lots, that it was reasonable to ap- 
praise it in lots, so no, I didn't feel suspicious about it. 

Mr. Bryant. I want to tell you, my heart sinks to hear you 
saying that, because I can't believe you believe it. I mean, it is 
really disappointing that you cannot acknowledge that there was 
something that could at the very least be called aggressive going on 
with regard to that silverware. 

Let me ask vou, how often do you see the controller and the as- 
sistant controller? 

Mr. Kennedy. Well, I certainly see them at least weekly in vari- 
ous meetings and in various connections. 

Mr. Bryant. Have you never asked them about intent with 
regard to this silverware? 

Mr. Kennedy. With regard to the silverware, no. 

Mr. Bryant. No? Interesting. 

Mr. DiNQELL. I am curious to know— would the gentleman yield? 
Mr. Bryant. Sure. 

Mr. DiNGELL. Didn't you, Ms. Sweet, and you. Dr. Kennedy, and 
you, Mr. Riddle, inform this committee earlier that this silver came 
as a part of a house which was left to the university? 

It didn't come in a package. It came in a whole house. You didn't 
get it in bits and pieces or neatly wrapped packages; you got it in a 
house. Now am I right or wrong? And which statement by you good 
ladies and gentlemen are we to believe, your first or your second? 

Mr. Kennedy. Mr. Chairman, I don't see any inconsistency. I 
simply said that 

Mr. DiNGELL. You either got it in a house or you got it in sepa- 
rate packages. 

Mr. Kennedy. The silver was not in one lump. 

Mr. DiNGELL. Which way did you get it? 

Mr. Kennedy. It came as part of a house, part of the furnishings 
of the house. 

Mr. DiNGELL. But it didn't come in bits and pieces, and it didn't 
come ir. neatly-wrapped packages, separate and identifiable, did it? 

Mr. Kennedy. Well, I don't know what form it was in, in the 
house. Fart of it may have been stored one place, part another, 
some was knives, forks, and spoons, some was platters. I don't 
know. 

Mr. DiNGELL. But you have driven us, Dr. Kennedy, vou and Ms. 
Sweet and Mr. Riddle, to the somewhat curious view that just per- 
haps this was left to the university in packages which were less 
than $500 lots. But you have also told us it came as a part of a 
house, and to the extent that it didn't come in neatly*wrapped $500 
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packages, which would enable you to expense it as opposed to de- 
preciating it. 
I vield back to my good friend. 

Mr. Bryant. I would just say, Dr. Kennedy, it is really disap- 
pointing for me to see a university president, particularly one of 
such a fine institution, stonewalling this committee like a common 
politician. Hiat is very disappou^ting. Where are we to look for ex- 
amples in leadership? 

Mr. Kennedy. Mr. Bryant, I ha>-e the list of appraisals. I am 
seeing it for the first time 

Mr. Bryant. And why are you seeing it for the first time? That's 
my question. 

Mr. Kennedy. This was plainly done item by— because I didn't 
get nearly £U9 interested in it as you have gotten me this afternoon. 
Mr. Bryant. Would you let us have a copy of that? 
Mr. Kennedy. You bet. 

Mr. Bryant. We'll send someone down to get it. 
In the meantime, I would like to ask a question of Mr. Riddle. 
Mr. Riddle, you are the controller of the university, is that correct? 
Mr. Riddle. That is correct, sir. 

Mr. Bryant. How come you didn't know that there was a yacht 
in the university's portfolio of assets? 

Mr. Riddle. It never came to my attention that there was a 
yacht. 

Mr. Bryant. Now are you testifying here today under oath that 
you did not know at the time that these Government officials came 
to see you, that there was a yacht owned by the university? 

Mr. KIDDLE. I am. 

Mr. Bryant. And Ms. Sweet, are you testifying the same? 
Ms. Sweet. That's correct. 

Mr. Bryant. Isn't it fair for us to be suspicious about that? I 
mean how could you not know if you're supposed to know about all 
the assets of the university, that you owned a yacht? How could 
you not know that? 

Mr. Riddle. Well, Mr. Bryant, as I have testified earlier, the uni- 
versity is a $1.2 billion enterprise. We have about three million 
transactions a year that fiow through our accounting system. And 
no, I don't review every one of them. I was not in this particular 
transaction, and I did not know about the yacht until after it was 
brought to our attention. 

Mr. Bryant. Who brought it to your attention? 

Mr. Riddle. I believe the first I heard of it was from the stafi* of 
this committee. 

Mr. Bryant. Well, that would seem to me curious as well. It s a 
72-foot luxury yacht outfitted with wood stoves and a Jacuzzi. And 
after you admitted you owned it, you then denied that you had 
charged any of the costs of it to the Government. Is that correct? 

Mr. Riddle. That is in the series, yes, series of happenings. We 
first said we did not have one, and I believed that to be true. I then 
discovered that it was in the sailing club which is part of an auxil- 
iary activity, as has been testified to by GAO, and that is true. And 
as an asset of an auxiliary, I believed that it would not be depreci- 
ated to Federal research. 
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I later found out that there was a glitch in the accounting 
system, and that accounting error allowed it, along with other 
items, to be accumulated in a cost pool. That glitch has been fixed. 
It's totally an embarrassment. It was wrong, it was totally wrong. 
However, it did happen. 

Mr. Bryant. Well, we must take you at your word for that, I 
think, although it's strange to me that you never come up with any 
recognition of where you stand until after the subcommittee begins 
to delve into it and show you facts. 

Let me observe another embarrassment. Tm looking at the docu- 
ment that the president of the university just sent up to the desk 
up here. In order to fit this silverware into the categories necessary 
to get more money out of the Government, you had to divide it up 
into dinner knives, categories such as follows: dinner knives, 
dinner forks, luncheon and dessert forks, spreaders-*I guess that's 
for butter— salad forks, teaspoons—these are categories. And 
there's a value placed next to each of these categories out to the 
right which keeps the total values under $500. And this is the way 
in which Stanford University managed to get more money out of 
the U.S. taxpayer. 

Mr. Kenijldy. Mr. Bryant, the appraiser, like most appraisers, 
works by categories, i am not aware that the appraiser received 
any instructions from Stanford as to how to operate in this case. If 
we discover that he did, we will certainly let you know. But it is 
my presumption that the appraiser worked in the way appraisers 
choose to work. 

Mr. Bryant. Look, if you came in here and said, "Look, we have 
been too aggressive, this has not been the right thing to do, we 
were pursuing funds according to the way other universities do it. 
We thought we should have done it this way; it's wrong, we're not 
going to do it any more," I'd say, "OK, well, let's move on to some- 
thing else." 

But your refusal to acknowledge that you are even aggressive in 
seeking these dollars is very, very disappointing, extremely disap- 
pointing, and I frankly find it impossible not to conclude that there 
was an intentional effort on the part of somebody at Stanford Uni- 
versity—and I think the president has to take the responsibility for 
it— to get more money out of the taxpayer than your university de- 
served. 

I yield back my time. 

Mr. DiNGELL. The time of the gentleman has expired. 

Doctor, we have found that we seem to have a major accounting 
and communications problem here. I am curious. You have hired a 
splendid and respected panel of legal counsel, for whom I have the 
utmost respect; you have hired an outstanding public relations 
firm; you have hired one of the outstanding accounting firms. In a 
meeting with subcommittee staff on Wednesday, January 23, your 
counsel assured the staff that the charges for these services would 
not be placed in any overhead account. 

More recently, your vice president for public affairs was quoted 
as saying that the university hasn't decided whether the costs for 
the Mankowitz PR firm and the lawyers would be charged to re- 
search overhead. 
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Where are these charges going to go? Here we have had you 
before us to explain why you have been charging all these moneys, 
how much you have charged, whether it's proper, and how much 
you are going to give back. And the question is, is the Government 
going to pay for that privilege, or is tne university going to pay for 
that privilege? 

Mr. Kennedy. Mr. Chairman, I have a strong instinct for self- 
preservation, and I think you may be sure that none of these costs 
will appear in any pools that are allocated, even in part, to spon- 
sored research. Thank you. 

Mr. DiNGELL. Well, Dr. Kennedy, we have kept you here j long 
time. There are bells on the floor. The members, I know, have 
other questions. 

We are profoundly distressed. You come from a great and deserv- 
edly respected institution. There have been serious questions raised 
which the committee has found to be very distressing about the ex- 
penditures of public moneys. 

The committee is basically driven to choose between three op- 
tions: one is that there is great incompetence out there; one is that 
there is rascality out there; and one is that there may be both. 

We intend to review this record with considerable diligence to 
find which conclusion the committee is to be driven to. 

The events of today have not been pleasant to you, nor have they 
been pleasant to the committee. The events of today, however, have 
not reflected well upon the university or upon you or upon those 
who appear here in attendance with you. 

The charges made have dissipated enormous sums of money 
which would have been better used for either paying the cost of 
other government activities, or going into other research activities 
to benefit the society generally. 

It appears that there was great carelessness, in the most charita- 
ble interpretation, in the expenditure of these funds. My hope is 
that the ongoing investigation here— and it is not ending when the 
gavel falls— will assist you in perfecting your approach. 

Clearly it is not satisfactory to me as the chairman of this sub- 
committee, or to my colleagues on the committee, when we hear 
you say, "We don't know, we haven't heard, we will have to look 
into that, this is new information." 

You had here the controller and the assistant controller of the 
university. We assume they know something about controlling a 
university. Regrettably, we are driven to a different conclusion. 

We find that there has been great preference conferred upon 
other donors for the purposes of research. The government of 
Japan, one of the most wealthv in the world, which is known for its 
failure to contribute its fair share to things like Desert Shield and 
Desert Storm, has been a great recipient of the charity of your uni- 
versity, which was at least indirectly a contributor of funds which 
were given to your university for the carrying out of research. 

The record today does you and the university no credit. It is my 
hope that as the committee continues its inquiry into these mat- 
ters, you will correct the complaints and the concerns that the 
committee has heard today. 

I do wish you to know that we are not concluding with the bang- 
ing of the gavel today the inquiries of the committee. We are going 
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to also be inquiring into other univeniities. We are going to be in- 
quiring into the behavior of the Government, which has been 
making this kind of unfortunate hearing not only possible but nec- 
essary. And we are going to try and see to it that a process is set 
up where this kind of abuse will not occur again, and will not be 
inquired into again by this committee. But until that has been ac- 
complished, the committee intends to pursue these matters with 
slightly more than normal diligence. 

We thank you for your presence today. The committee stands ad- 
journed until the call of the Chair. 

[Whereupon, at 5:08 p.m., the subcommittee was adjourned, to re- 
convene at the call of the Chair.] 

[The following documents were submitted by Stanford Universi- 
ty. Certain other supporting documents are retained in the subcom- 
mittee flies.] 
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S.KNFORD 
ONTENNIAL 




May 20. 1991 



VMf. BniCG Chafin 

Subcommittee on Oversight and Investigations 
Committee on Energy and Commerce 
United States House of Representatives 
Washington, DC 20515 

Dear Mr. Chafin: 

Stanford University submits for the record the following enclosed items related 
to matters raised a* the hearing conducted on March 13, 1991 . We request that the 
items belowt except for specifically indicated bulky supporting material, be included in 
the printed record. (We have photocopied the items that should be included in the 
record, and encloseo those copies as a seperate packet.) 



1 . A list of corrections to a draft copy of the transcript of the hearing 
(SU0003d7-3d9). We request that these corrections be reflected in 
the text where the comments appear. 

2. A detailed report of waivers of indirect costs for fiscal years 1969 and 
1990 (SU000390-407). This report, prepared by our Dean of 
Research, sets forth Stanford's policy ar)d procedures with respect to 
indirect cost waivers. It also includes an explanation for each project 
for whtoh indirect costs have been waived. Two points ought to be 
noted because they are often overlooked: 1 ) Waivers are granted to 
federal projects as well as to projects sponsored by others; and 2) In 
ail cases, waived costs are navar passed on to otrar research 
sponsors but are paid for by Unh/erslty funds which derive from 
tuition, endowment inconne, and donated funds. Specifically, this 
means that the federal government is uQi charged for these waived 
costs either during the year incurred or in future years, request 
that Dean Byer'8 Introductory memorandum and the eleven pages of 
the text of the report, plus the fourlables immediately foltowfng page 

1 1, be included In the printed record. The tabbed attachments A-G. 
which insist of supporting documents, shoukJ be referenced but not 
Included. 

3. JiftigLj^lumesplriggumaDls, each with explanatory introduction, 
demonstrating the extensive involvement of DCAA in the 
development of Memoranda of Understanding in the 1960s 
(Sy00Q4flftA12Vand Stanford's active efforts to seek audits from 
E^A (SU0ga41B-.422). We^request thai the Introductory text 
sections of each of these volumes be included in the printed record, 
biif we .believe that the bulky supporting documentation should be 
referenced but not included. 
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4. A letter to ONR, dated April 1 9, summarizir)o coets that were 
vcSuntarily withdrawn prior to the March 13 hearing; appended to this 
letter are copies of letters notifying the government of the withdrawals 
and of repaynoent by the nornfml, accepted method of credWng the 
carryfonA«rd (SU000423-440). Also Included Is a copy of • letter 
accompanying the repayment of these withdrawals by check as 
requested by the government after the hearing (SU000441-442). 

5. Two affidavits related to the silver transaction that received attention 
at the March 13 hearing (SU000443-452). These two affldavits — 
one by the appraiser of the silver and one by the staff person who 
entered the transaction Into the books — show that each of these 
persons har)died their part in the silver transactkm according to their 
professional {udgements, without any InstructkHis fronft Stanford (in 
the case of the independent appraise^ or superiors (In the case of the 
Stanford employee) and that the possible Impact of the transaction on 
indirect cost reimbursement was not a factor in their handling of the 
transaction. 

6. Documents showing the return and subsequent credit related to two 
urns which were specifically mentioned at the March 13 hearing 
(SU000453-455). 

7. An explanation of the treatment of costs related to Stanford's 
Centennial (SU000456-459). 



If you have any questions about any of these items, please let us know. We are 
most eager to wori( with the Subcommittee and to cooperate fully with all govemment 
Inquiries. 

We know of the Subcommittee's continued Interest In Incflrect cost Issues. As 
you know, there Is much activity now underway at Stanford: We are working 
simultaneously to dear up outstanding issues related to the open years and to institute 
internal reforms. Within the next few weeks, Arthur Andersen is expected to complete 
Its review of Stanforcfs Internal controls and to present recommen&tions. We, in turn, 
will seek the advice of our outside Advisory Panel on Implementation of these 
recommendations. We will report to you on these matters as they are completed, and 
we wilt be glad to answer any questions you may have. 

I request that this tetter also be included in the printed record. 



Sincerely, 



Enclosures 
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RF<;PONSE TO Q UESTIONS 

APOUT UTILITY SlUPY 
PAIS EP ATMAR ^H n. 19Q1 HEARING 

In the hearing, Mr. Rowland raised a question about the Utility Study 
conduct^j^d for Stanford which, he indicated, showed Government research "uses 578 
percent more electricity than research funded by Stanford" (Testimony Transcript 
page 285.) Chairman Dingel! read from a report to the Committee from DCAA 
stating that the "study adopted by the MoU concluded that the OR [organized 
research] laboratory consumed 578 percent more electricity than laboratories for 
classroom instruction or department research" (Transcript, p. 288). That statement 
from DCAA is dimply incorrect. 

The Utility Study establishes weighting factors for utilities. Classrooms are 
weighted at 1.00. Relative to classrooms, electricity consumption for laboratories 
used for instruction and department research (class laboratories) are weighted at 
1.22 and organized research laboratories (which include laboratories that do 
government sponsored research) are weighted at 3.04, On an aggregate basis, 
electricity for a square foot of organized research laboratory space is 1.49 times 
higher than laboratories for instruction or department research. 

Organized research laboratories consume more electricity per square foot 
than laboratories used for instruction and department research due to their being in 
use more hours during the week, thereby needing to be heated/cooled/ventilated 
more hours per square foot. In addition, some organized research laboratories have 
"clean rooms" or special animal rooms with very specific requirements for costly 
ventilation, air filtering and air handling. Organized research laboratories also 
contain more equipment, such as lasers, autoclaves and accelerators, which consume 
more electricity per square foot than laboratories used for classroom instruction and 
department research. 
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Robtrt L 



May 6. 1991 



Sunftxd, CaUfomii 



Deal of RfMirclTV^ 
)>rofc»or Applied Physici 
Sunf id IMivenity 



To: Donald Kennedy. President 

From: Robcn L Byer, Dean of Research 

Subject: RepononIndiitctCo$iWuvenforFY89andF)r90 

Dear Don, 

Enclosed is the repon on indirect cost wuven ibr aU vpunsored pioject expendinues, includins both 
instruction and resear(.h. for fiscal years 1989 and 1990, in whicn external sponsors did not fimy ftsnd the 
indirect cost reimburseL^cnt at the rates negotiated with (he federal g ovemtoent In each of the two years* 
indirect costs not funded by external sponsors amounted to about $16 aiillion which represents about 15% 
of the toul indirect cost expcndimres of $104 to $1 10 aullion for each of those years. 

Although refeired to as "waived** or "foregone'' costs, these costs are funded by the University's fenenl 
fiiAds which are Kquired through student tuition, endowment incooM and gifts lo the University. Indirect 
cosu not fbnded by external sponson are ofiya passed on to other sponsors. In partieulu, the Federal 
Government Is not charged forea one indirect cos u either during the year incuned or in ftiture years. 
>Maived indiitct costs represent Stanford's contributioo to instruction, research, and public service projects 
which odietwite might not be funded. 

Tnt majority of projects which do not carry full indirect cost reimbursement are those funded by federal* 
state and local govenimenu, and nonprofit foundations. Only a small number of proj^u are funded by 
cocporatioAS or foreign govenunents and the majority of these involve clinical trials. 

Of 3000 projects, about 900 projecu per year cany kss than the federally negodated M indirect cost rate. 
A significant number of those projects are for the purpose of training students, condtKting conferences, 
supporting junior faculty such as the 46 Presidential Young Investigators at Stanford under the Nadonal 
Science Foundation program, public urvice evenU or other small projects in diKlipUnes not usually 
ftuKied by external sponsofi Of the$16millk)oinforetoneindirectcoftreimbuiseaents, about25%or 
one founh of the costs are for projecu fWided by the Federal Government, 61 % to 64% are for the costt 
of projects funded by other U. S. non-profit agencies, and around 8% are for the costs of projects fiinded 
by sute and local govemmcnu, and only 4% represent costs for projects funded by foreign or U. S. 
corporations. 

I believe that the data presented in this repon are accurate. I apologize for the fonnat of the detailed list of 
accounts u they could not be refomiated for reading ease. However, I believe that it imponani to 
provide all of the relevant information as soon as possible. I will be glad to answer quesoons that arise 
regarding our policy on indirect cost reimbursement at Stanford University or questions about individual 
projects. 
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Waivers on Indirect Cost Recovery at Stanford 

University 
for Fiscal Years 1989 and 1990 



This report sununarizes foregone indirect cost recovery on externally-sponsored 
project ^expenditures at Stanford for the University's Fiscal Years 1989 and 1990. 1 
has been prepared in response to questions raised by Congressman Dingeli at a 
recent hearing of the Oversight and Investigations SubcomnUttee of the House 
Energy and Commerce Committee. For purposes of this report, **foregone indire 
cost recovery" refers to those awards for which the external sponsor paid lower 
indirect costs than those negotiated between the government and Stanford. 



At any given time Stanford has about 3000 externally-funded projects underway 
which are formally categorized as "sponsored research,** "sponsored instruction/ or 
"other sponsored activiaes" (e.g., conferences, exhibits, travel grants, etc.) The 
University has negotiated with the federal government different indirect cost rates 
for each of these categories of projects. ATTACHMENT A provides a list of the 
indirect cost rates applicable to each of these categories of sponsored projects from 
FY85 through FY90. 

Not included in that list, nor discussed further in this report, are indirect cost rates 
used for projects sponsored by corporate and foreign agencies during the 1980*s. In 
all cases those rates were higher than the government-negotiated rates. By the end 
of FY89 those higher ra'.es wert eliminated. Since then only the government- 
negotiated rates have Iwen used at Stanford, regardless of sponsor type. 



11. INDIRECT COST RECOVERY FOREGONE BY STANFORD IN FY89 AND FY90 

Had the University fully recovered indirect costs on all sponsored project 
expenditures from external sponsors based on govemment-negotialed rates, a total 
of almost $104 million in FY89 and $110 million in FY90 would have been 
reimbursed to Stanford for Indirect cost expenditures in those years. However, 



I. INDIRECT COST RATES 
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about $16 million of those totals each year was In fact funded by the University 
rather than the project sponsor. That is, although referred (o as **foregone' or 
"waived" costs, they are in fact real costs that are Incurred by those projects and 
which Stanford must pay when the sponsor does not. These "foregone" costs never 
are passed on to any external sponsors, either during the year they are Incuned or 
in future years. They are funded entirely by University funds acquired primarily 
through student ttiition, gifts, and endowment income. 

Stanford's purpose in waiving indirect cost recovery on selected projecb reflects the 
University's commitment to public service by cost sharing on those projects. For 
example, if the University refused to ever engage In any externally-funded project 
with less than full indirect cost recovery, the following opportunities for Stanford 
to serve the public good would have been lost because of the funding agencies* 
refusal to pay full indirect costs: research projects funded by USDA grants or 
cooperative agreements; California state-funded AIDS or Alzheimer research; 
international assistance projects funded by the World Bank, NATO, or the World 
Health Organization; or health research funded by the American Cancer Society or 
American Heart Association. 

Of the total dollar amounts foregone in each of the past two years (i.e., funded by 
Stanford), about 95% of the amounts waived were for non-profit or non-foreign 
government entities: about 62 % was in support of prefects whose direct costs were 
funded by US non-profit agendes (such as the Ford Fbundation, American Cancer 
Society, Muscular Exstrophy Association, etc.); about 25% was for projects funded by 
the U.S. Government; around 8% was for projects funded by state and local 
governments; and around 4% was for US corporate and foreign sponsors combined 
(see ATTACHMENTS F »nd G, which show these data In both summary and 
detailed forms for FY89 and FY90). 

It is important to note that the University is able to waive these amounts - and 
hence fund a portion of the award itself through University funds - for only a 
small portion of all indirect cost expenditures. The University could not afford to 
waive rpxvery of a large portion of its indirect cost. 

ill. REASONS FOR REQUESTING INDIRECT COST WAIVERS AND THE 
PROCESS FOR GRANTING THEM 

In any given year approximately 95% of the total foregone indirect cost recovery is 
due to the sponsors* refusal to pay the full overhead rate. However, requests for 
waivers, regardless of the reason, are not automatically granted by Stanford. Indirect 
cost waiver requests are initiated by the individual faculty member who wishes to 
submit his/her proposal to an external agency. The request must be in writing and 
must indicate why a waiver is Justified. Reasons for the granting of waivers include 
the following: 
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• Most frequently the reason given is that the funding agency will nol pay (he fidl 
overhead and the faculty memt>er cannot find support for the proposed project from 
other sources; 

• The funding agency is funding a *1>otlom line** and the faculty member cannot 
accomplish the goals of his/her research with the remaining direct costs if full 
indirect costs are applied; 

•The funding is solely for the purpose of supporting a graduate student researdi 
assistant for whom other sources of support cannot be identified; 

• The funding amount represents a **seed** grant for a small pilot project, which, if 
its results are proDi'sing, will lead to foUow-on funding 'or a full-flcdgcd project 
which would then arrf Ihe full indirect costs. 

The faculty member*s request for a waiver is subject to thf review and approval of 
the relevant department chair, school dean, and in some :ases, by the Dean of 
Research office (se^ ATTACIiMEhfr C, which is an excerpt from Stanford's 
pgsearch Pyjiq^ Handbook outlining the procedures to be used when seeking an 
indirect cost waiver.) 

IV. FACTORS CONSIDERED IN GRANTING INDIRECT COST WAIVERS 

The foUowina factors influence a dedsion to accept a project with lest than full 
indirect cost nmding: 

• Most important is the amount of the requested waiver, as Stanford must fund 
from University sources all indirect costs fbregone from the sponsor. Indeed, the 
averafft size (direct costs) of a project Involving an Indirect cost waiver is 
considerably smaller than the average size of the direct costs of projects carrying full 
ovel'head. Waived indirect cost reimbursement cannot, of course, be passed on to 
other research sponsors^ and the University could not afford to waive 
reimbursement on a majority of the awards It receives. 

• The importance of the proposed project to that faculty member and his/her 
department*s overall teaching and research program also are major considerations. 
This includes special hardship situations sudi as the need to find support for 
graduate students between periods of other external fimding. 

• Spedal consideration is given to the needs of junior faculty to help them establish 
their research careers. Many projects involving waivers are in supf ort of young 
investigators imder such programs as NSFs Presidential Young Investigators and 
Searle Sd^olar Awards. 
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• The nilure and subject maKer of the project also are significant considerations. 
Waiver requests art mudi more likely to be approved if my are in subfect areas 
where funding opportunities are rare, audi as numaidties or social sdenccs. 
Consideration also Is given to public service programs that help promote the 
University's goals of afflratative action (such as the US.-funded Upward Bound 
project) or conununlty and student service projects (such u state-fiinded public 
events or development of international studies curriculum materials to be taught to 
school children In grades K-12). 

• Another factor h the consistency with which the funding agency af^es the 
indirect cost limiUdons to all awardees. The IMversity must be asstired that the 
sponsor Is treating aU grant redplents in an equitable manner, (See ATTACHMENT 
B for list of federal and state programs and US nonprofit sponsors to which 
proposab may be submitted tor less than full indirect cost recovery without case-by* 
case review by the Dean of Research Office.) 

• The nature of the funding agency is of prime importance: waivers are very 
seldom granted in cases involving either profit-making or foreign sponsors. Each 
such request must be reviewed on a case-by<ase basis in the Dean of Research office 
and approvals are granted only for the most compelling reasons^ 



V, INDIRECT COST WATVERS ON FOREIGN- OR CORPORATE- SPONSORED 

PROJECIS 

Because waivers for foreign or corporate sponsors may raise particular concern, 
below is a discussion of every foreign- or corporate-snonsored project for which 
expenditures were made In either FYB9 or FYSN) involving indirect cost waivers 
from rates less than those established with the federal government. 



A. FORQCN-SFONSOREDFROJECrS 

Although the enclosed summaries and detailed printouts indicate i\ine projects in 
FYg9 and six projects in FY90 involving waivers for foreign sponsors, there were a 
total of only ten projects, as five had expenditures in both years. Each of these 
projects are listed in the detailed summaries enclosed on page 64 of 
ATTACHMENT F and page 68 of ATTACHMENT G. A description of the projects 
and reasons for the waivers are summarized l>elow: 

n C^n^*^^* " Consulate (project title: Interdepende nce in North American. A 
TrS-narional Project.) This was a stitdy of the interdependence of the U.S., Canada, 
and Mexico, a subject matter of great interest to a new Stanford Program on the 
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Americtf. The waiver was appi oved to help start the progranv given that it t$ 
extremely difficult to obtain US government funding for sodal science projecb of 
this nature. Other considerations included the fact that the Canadian government 
would not fund indirect costs to an American University and the total amount 
waived was small. 

Total foregone indirect costs for FY89 and FY90: $6,00a 

2> fapan GovemmcKt (protect Htle: Taoan Conaulate nrant.^ This is a long- 
Standing sponsored instruction project to develop curriculum materials and teacher 
training prMrams for US. sdH>ol children in grades K-12 to leain mote about 
intemationarissues, with particular emphasb on Japan. This project is undertaken 
as a pubUc servict to our public sdtool system, with the results disseminated 
throughout elementary and secondary schools in Callfomia. As the Japanese 
government would not pay indirect costs on this project which benefits Americans, 
Stanford agreed tu fund tlie indirect costs as m University ctmtributiun to Cdlifomia'^ 
educational system. 

Total foregone indirect costs for FY89 and FY90: $43,000 

3) Pro Helvetia fproiect title Visiting Professorship of Swiss Studies.) This Swiss 
sponsor funded the fuU costs of a visiting professor's salary while at Stanford. The 
teaching and research conducted by the visiting faculty member represents a 
sisnificant intellectual benefit to the University as well as salary savings, which 
otherwise would have had to be i^id from Stanford's General Funds. The amount 
foregone in this case constituted indirects assodr^ed only with a small amount of 
direct fiindlng the sponsor provided to cover incidental suf^lies and materials for 
the professor w^ile at Stanford. 

Total foregone indirect costs in Fy89 and FY90 combined: $9,000 

4) !ndon»i> fpro^ Htte; Pood Policy and Rur^ Incomg Generatjonl: This was a 
project of international assistance to help the goverrunent of Indonesia assess the 
impact on income and employment in rural areas of different agricultural 
technologies and policies on food prices and production. Other international 
organizations also participated in tlie study, which was also of l>enefit to other 
developing countries. The indirect cost waiver was granted to permit the 
maximum funding possible to be used for the direct costs of the project. 

Total foregone indirect costs in FY89: $53^ 

5) Ebert Stiftun£ (Foundation) (project title: Technology Protect in the Americas: 
An International Symposium.) This project was an international conference to 
discuss the impact of new information technologies on economic relations between 
North and South, particularly among Canada, the United States and Latin America. 
The funding agency was a West German non-profit foundation which declined to 
fund indirect costs. Stanford agreed to fund those costs as the symposium was a 
featured event in the UiUversity's Centennial activities. 

Forgone uidirect costs in FY89: $5,000. 



5 



SU000397 




ERIC 



226 



6) W#l2mann insHhiffe The remaining projects funded In either FY89 or FY90 by 
foreign sponsors constituted five student fellowships awarded by the Weiixnann 
Institute of brad, of which three extended over both FY89 and FY90. In addition to 
the direct costs c' the fellowships (which are not subject to indirect costs under 
normal University policy) there were modest allowances ranging from $100 to 
$1^ for the fellows* supplies and materials. Indirect cosU were waived on those 
allowances in order to maximize the small amounts of funds available to the 
students. 

Total foregone indirect costs for FY89 and FY90: $5,000. 



B. CORPORA're-SFONSOREDrROJECrS 

Excluding Clinical Trials, whirh wiU be discussed later, Stanford had expenditures 
on 12 corporate-sponsored projects in FY89 and FY90 which involved indirect cost 
waivers (four of which had expenditures in both FY89 and FY90). These are listed in 
ATTACHMENT F on page 63 and in ATTACHMENT G on page 67. Below is a brief 
desaipdon of each project, the reason for the indirect cost waiver and dollar 
amounts foregone. 

l> Bristol-Myers (no project title listedyWeissman.) This was a fellowship grant for 
a student. Although the stipend for the student does not inctu* indirect cost charges 
(per normal University policy), Bristol-Myers provided an extra $3,500 over the two 
yeai for the fellow's researdt materials and supplies which ordinarily should bear 
o\ .i..ead. The indirect costs were waived in this case to maximize the small 
amount of funds available to the student. 
Total foregone Indirect costs in FY89 and FY90: $2^ 

2\ MerckShar p. Dohme Labs (project tiUe: Regulation Enzvmes...) : Thiswasan 
account last funded In 1980 with the remaining money available for the faculty 
member's uiuestrlcted research purposes. It has been used to support students. 
Total foregone Indirect costs In FY89: $119 

Standard Oil (protect tiHg' Development and Integration of Techniques for 
l^recasting of Reservoir Behavior) This was intended by the sponsor to be a 
a»porate contributi(»\ to a general field of forecasting the characteristics of 
reservoirs. Due to some last-minute sponsor restrictioi^s on the use of the award, it 
had to be categorized as a sponsored research project, for which indirect costs 
normally are dtarged. Because of confusion at the time the award was made, 
indirect costs were waived on this donation. 
Total foregone indirect costs in FY89: $12,000 

4, 5, 6) General Electric (3 projects: NMK Clinical Research Agreement. Digital 
IRadiopaphy. and Improved MRl Svstems) These three projects funded by GE were 
granted partial indirect cost waivers down to the Clinical Trial rates in recognition 
of GE's multi-million dollar equipment donations which accompanied the funding 
they provided for research on magnetic resonance imaging used for the diagnosis of 
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human disea^s and injuries. In particular, GE replaced without charge a piece of 
instrumentation estimated at $IM they had initially donated which was damaged in 
the 1989 earthquake. They did fund indirect costs over this period in the amount of 
$167,000. GE*s equipment contribution far exceeded the foregone indirects which 
were funded by Stanford. 

Total foregone indirect costs for all three projects in FY89 & FY90: $146,000 

7) I VfA fprofect title; SSRL Beam Line n Modificarion.) This was a facility 
improvement grant, covering costs associated with enhancement of the Stanford 
Synchrotron Radiation Laboratory's (SSRL) instrumentaticn. SSRL, funded 
primarily by the US. Department of Energy, is a national resource used by some 500 
researchers from government labs, universities, research institutes and companies 
throughout the world. Stanford agreed to fund the indirect costs on this facility 
improvement project in recognition of SSRL as a national resource. 
Total furegone indirect costs In FY89: $40,000. 

8) poehringer Ingelheim (fell owship project untjtl^.) This was a student 
fellowship award which was accompanied by a small allowance for the fellow. 
Indirect costs were waived on this allowance so as to maximize the resources 
available to the student. 
Total foregone indirect costs in FY90: $1,000. 

9, 10, 11) Apple Computer Advanced TV Test Center, and U.S. West Advanced 
Technologies (3 separate projects; Interactive Mulri^media Program. Viewer 
Response to "Leterbox^ format.,., and the Computer aa a Social Acfar...V These 
projects were all sodal sdence studies addressing the ways human.^ reac.^ to 
ixiformation transmitted by television and/or computers. The Appie-funvled project 
was to devdop an interactive audio-visual program involving compviter- and other 
media to help students learn utore about the human circulatory systecis. The 
Advanced TV Test Center-funded project was a shtdy of computer users* 
understanding of and reactions to information, depending on the way it Is displayed 
on television. The third project (US West) was a study of the sodal process of 
human-computer interactions for the purpose of learning more about users' 
reactions to and expectations of computers. These studies were conducted in the 
departments of Communication and Education. The sponsoring agendes refused to 
pay full overhead and Stanford agreed to the waivers given the potential 
educational benefits to be derived, the small size of the dollar foregone, and the fact 
that the disdplines involved have few external research funding opportunities. 
Total foregone indirect costs on all three projects in FY90: $29,000. 

12) General Motors (project title; Design and Construction of 
Hi gh-Performance... Robot System .) This was a project in Mechanical Engineering 
intended by both Stanford and General Motors to be a corporate grant without 
restrictions as to spedHc use of the funds or reporting requirements tc the donor. 
However, due to administrative error, the award was negotiated instead a:? formal 
contractual agreement, which normally should be subject to indirect costs. Because 
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of (he misundersUnding invoived^ Stanford agreed to fund the indirect costs 

involved in the projert. 

Total foregone indirect costs in FY90: $23,000. 

C. CUNICALTRULS 

Clinical Trials are a subset of sponsored research projects which are discussed in 
detail in ATTACHMENTS F AND G. Although formally these projec ve 
considered as sponsored research and therefore potentially subject to tht 
University^ off-campus sponsored research Indirect cost rate, clinical trials are In 
fact diarged to a spedal lower rate set by the Medical Schod which is applied 
uniformly to all clinical trials, including those funded by the federal government 

As noted on page 60 of ATTACHMENT G, there were t^o projects Oloffman- 
Laroche and Pfizer) categorized as Clinical Trials whicit show indirect cost waivers 
for FY90 (and, in the case of Pfizer, FY89). These accounts were funded many years 
ago as unrestricted donations for the general research support of the involved 
faculty members. The Hoffman Laroche account was last funded in 1980 and the 
Pfizer account was last funded in 1977. Indirect costs were not charged to those 
expenditures, in accordance to normal University policy regarding donations, but 
these accounts were miscoded and thus appear in expenditure reports as "clinical 
trials" due to administrative error. (See also Attachment E for a discussion of 
Clinical Trials.) 

Total foregone indirect costs reported in error In FY89 and FV90: $14,000 



VI. INDIRECT COSTS ON SPEOHC PROJECTS QUESTIONED BY CONGRESS 

In the course of the recent Congressional hearing, concerns were raised that 
Stanford was ■'$ubsidi2lng' several foreign or profit-making entities by not charging 
our full indirect cost rales to projects they sponsored. The particular entities 
mentioned were Matsushita, Exxon, Weight Watchers, Ciba Geigy, Pfizer, and 
Upjohn. 

Matsushita. E)gon. and Weight Watcher 

Tho support from Matsushita, Exxon, and Weight Watchers wt e not corporate 
contracts, but rather awards from three U.S.-based non-profit foundations that have 
polides, applied uniformly to all grantees prohibiting payment of indirect costs. 
The amounts of money involved were small enough that the Uriversily could 
afford cost sharing on the awards. Below is more information about these 
foundations and the specific projects they funded. 

• Matsushita is an American-based educational foundation located in Delaware and 
funded by the Matsushita Electric Corporation of America. Recently renamed the 
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Panasonic Fbundation, this sponsor's purpose is to provide assistance to US public 
^ucation by funding pro}ects that help to reform the public educational system (per 
the Foundation Directory, 1991 Edition, page 595.) The two Stanford projects 
funded by this foundation were for development of Instructional cuiriculum 
materials, and are included in the list of U^based non-profit sponsors in 
ATTACHMENTS F AND G (pages 27 and 29 respectively.) 

• The E>o(on projects in question were funded by the Exxon Educational 
Fpundation. a non-profit foundation in New Jersey founded in 1955 for the stated 
purpose of aiding US. education. The Stanford projects funded by this Foundation 
were for a series of policy shidies on energy, national resources, and the 
environment (See page 40 of ATTACHMENT F and page 44 of ATTACHMENT G). 
All projects funded by the Exxon Corporation carried the University's full indirect 
cost rates. 

• Yleifht Watfhers Foundation, another non*profit Foundation separate from the 
Weight Watchers corporation, funded a $15,000 Medical Schod study of insulin 
regulation in the human body in a project entitled, *'Does Insulin Regulation of 
Adiopocyte Metabolism Vary as a Function of Anatonru'cal Locatton?*" (see page 57 
in ATTACHMENT GX 

< ;iba>Ceigy. P fizer and Upjohn Awards 

With respect to Ciba-Oeigy, Fflzer, and Upjohn pharmaceutical companies, with one 
exception the University recovered indirect costs at either the full sponsored 
research rates, or, for the clinical trials they funded, at the applicable dixUcal trial 
rate. That is, of the projects funded by these three companies in FY89 or FY90, 
several were categorized as regular sponsored research and included indirect cost 
recovery at rates at least as hip\ as the government-negotiated rates for those years. 
The clinical trials funded by these companies were charged the dinical trial indirect 
cost rates, which are fi^rmally treated as partial indirect cost waivers from the regular 
off-campus organized research rates negotiated with the government. However, all 
dirdcal trials are subject to the same rate, including those funded by the federal 
government. (See more about Clinical Trials information in ATTACHMENT E) 

As noted above, one project funded by Pfizer did not include indirect cost recovery, 
in either FY89 or FY90, as it had been categorized by administrative error as a 
XUnical Trial." That project appears on pages 57 of ATTACHMENT F and page 60 
of ATTACHMENT G and is Induded since it was also reported in the University's 
Sponsored Project Expenditure Reports by error. In fact, those funds were donated 
by Pfizer many years ago (from 1965 to 1977) as an unrestricted donation for the 
faculty member's use. 
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VII. INDIRECT COST WAIVER REQUESTS NOT APPROVED BY STANFORD 

Not included in thi$ report are the requests for indirect cost waivers ir,!!iafed by 
funding agencies and/or individual faculty members which were not approved by 
the University. We do not trade such requests^ as we have no reason to oo so. Most 
such requests are not in writing, as they are most frequently denied at the tim« of a 
telephone inquiry. However, to provide an example of the Universit/s refusal to 
grant waiver requests for large-scale foreign-sponsored projects, please refer to 
ATTACHMENT D. This is a 1990 memo written from Stanford's President Donald 
Kennedy to the Dean of the Medical School arguing against waiving indirect costs 
on several proposals submitted to the Japanese Sdence Foundation due to the size 
of the projects, their nature, and the fact that the funding agency was foreign. To 
quote from the President's memo: 

If we are to be competiiive In the international R&D funding arena, we 
are going to have to help foreign agencies understand how research is 
funded in American universities and the ailical Importance, especially 
10 private universities, of those agendes* funding the full costs of the 
research they sponsor. Given that we insist on full overhead from our 
own government, it would be ironic for Stanford to subsidize foreign- 
sponsored projects of this magnitude. 

Waivers of indirect costs were subsequently not approved for any of those proposals 
submitted to the Japanese Sdence Foundation, even though »His dedsion meant 
returning funds which had been sent by the sponsor due to their unwillingness to 
fund the indirect costs. 



Indirect costs on sponsored projects are real costs which must be funded. In those 
cases where the indirect costs assodated with a particular sponsored project are not 
funded by the external sponsor, Stanford must pay those costs from the University's 
General Funds, which are obtabied primarily from student tuition, gifts to the 
University or endowment income. '^Foregone" or Vaived" indirect costs are never 
passed on to other sponsors, but are borne by the University. 

As a result, Stanford can afford to grant indirect cost waivers only in small dollar 
amounts. Indirect costs not funded by external sponsors amounted to about 
$16 million in FY89 and Ff90. This represents about 15% of total indirect cost 
expenditures. 

The vast majority of foregone indirect costs (about 95%) can be attributed to projects 
funded by the federal government, state and local governments, and U.S.-btsed 
nonprofit sponsors. Between 60% and 65% of the total amount of foregone indirect 
costs is from U.S.-ba$ed nonprofit sponsors^ About 25% of the indirect costs is 
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waived for the federal government. State and local governments account for 
another 8%. 

U.S.-based corporations and all foreign sponsors together account for only about 4% 
of the foregone indirect costs. The majority of thb is due to Clinical Trials, In which 
all sponsors (including the federal government) are chai'ged a standard Clinical Trial 
rate, which is below the government negotiated rates. 

Many factors influence the University's decision to accept a project with less than 
full indirect cost funding. The most important factor is the size of the requested 
waiver. Waivers are much more likely to be granted on small projects than on large 
ones. Additional factors include the importance of the project to the feculty member 
and to the school, the needs of Junior faculty, the nature arul subject matter of die 
project (areas where funding opportunities are rare), Ove consistency with which the 
funding agency applies limitations on Indirect costs, and the nattire of the funding 
agency (nonprofit or govenunent rather than corporate or f(»reign). 

The Government-University partnership in the funding and conduct of America's 
basic research is critically important for the welfare of the nation. This partnenhip 
has been spectacularly successful in the advancement of science and tecnnology, and 
is die envy of the rest of the world. Stanford stands ready to take whatever steps are 
necessary to support and improve this partnership. 

Attached are summaries of both the numbers and the dollars of foregone indirect 
cost recoveries at Stanford for FY89 and FY90. 
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Stanford Univenity Fiscal Year 1989 
Indirect Costs foregone on all externally sponsored expenditures, as compared to 
Stanford's Indirect Cost Rates negotiated with the Federal Government 



Sponsor Type 



■ RMMn for waiver 

A B C I 

Sponsor Limit ainlal Trials Cascby^^ase 



Federal Gov't 
State & Local Govt 
U5. Nonprofit* 
VS. Corporations 
Forrign 

Total 
% of Total 



$3,596,102 
$1,146,071 
$10,185,876 
$0 
SO. 

$14,928,049 
93J3% 



$413 
$0 
$0 

$435,280 
SO. 

$435,693 
2.74% 



$190,797 
$87,848 
$7,651 
$187,438 

$545,714 
3.43% 



A-f B-fC 
IDCfbicgonc 

$3,787,312 
$1,233;919 
$10,193,527 
$622,718 
S71.980 

$15,909,456 
100.00% 



% of IDC 
fofcgoiie 

2SJ1% 
7.76% 

64.07% 
3.91% 
0.45% 

100.00% 



NOTES: 

A - Indudn •« wtlven eodtd on tbe M»M Itot m AGENCY (agBwy IlmW. PRCW (igeney llmH oe> ihl* prnsrun), TR (mining graM) and 
WL (Included on wil vcr list). 

B ■ SporaoRx! iWMTch projKto known u OWmI Technology AaMMmmt AgwemenU (CTA A on dcuiled li»0. 

C - iMHuim all w«lvtT» cnmad •flw • cmat^iyoM t*vttm by Iht Otw» ol KmmrH Offl<«, Including 1) All loquMU Involving carperaM tponMr* 
or rerrian tnHH«k wh«Mf profit or nonpfOlM; and 2) O A, •«•» Mtd tool cMfntntnt iponMn and O A.bM«» nenprant iponMn thai aw codod 
on ttw^ttlM ll»t«»C5(«)i».rtiaring>, HAM) (haidiNpJt 8110 (aart gi^.'n»AhI8(«TW»fcr ffomanettwriMt«Mily>orSABtrRV(Mvri 

gram or Mbballcal leave). 

• "VS. Nonpfofil" Include* U5.-t>»ied foondallonj, volunUry hcalh orsaniaiiont and p«rfc«lonal iodcim oihcr US. unlverallle*, nonprnAl US. 
Institute* ind conaortU, Inlematlonal aid Ofganlutlona with US. partWpatlon (eg. World Bank, WorW HeaUh Organlntlon, NATO, ate) 



Stanford Untvenily FIteal Year 1989 
Number of extemalty tponsoKd proiects on which indirect cottt were foresone 
a. compared to Stanford*. Indirect C6at Rate, negotiated with the Federal G^Jnmtnt 



Rcuonforwaivtr 



Sponsor TvM 


Sponsor 


dinieal 


Cue-by- 




1 KmIIS 


Cmc 


Federal Gov't 


276 


2 


26 


State &Lood Gov*! 


32 


0 


S 


U5.Nonpxofit» 


464 


0 


5 


U5.CbrponitIont 


0 


72 


7 


Foreign 




• Q 


2 


Total 


772 


74 


55 


% of Total 


85.68% 


121% 


6.10% 



A + B + C 

IDC 
foregone 

304 
40 
469 

79 

2 



901 
100.00% 



% Of IDC 
fercgent 

33.74% 
4.44% 

52.05% 
a77% 
LfiOS 

100.00% 



Total Number 
of Prajtct* 

1940 
52 
661 
322 
2S 

3000 



NOTES: 



I 

I 



Stanford Univenity Fiscal Year 1990 
Indirect Costa foregone on all externally sponsored expenditures^ 
as compared to Stanford's Indirect Cost Rates negotiated with the Federal Govemntent 





Reason for waiver 










1 ^ 


B 


C 


A + D + C 


% of IDC 


SponiorType 


Sponsor Limll 


ainicalTHali 


Case-bjrCase 


IDC foregone 


foregone 


Federal Gov't 


$4^63,135 


$30 


$234,919 


$4,498,084 


26.69% 


State & Local Gov't 


$1,426,620 


$0 


$29,527 


$1,456,147 


8.64% 


U5. Nonprofit* 


$10,295,740 


$0 


$17,619 


$10.313;)59 


61.20% 


US. Corporations 


$0 


$380,122 


$157,090 


$537,212 


3.19% 


Forelgt) 


10. 


sa. 


S48J88 




QJSSk 


Total 


$19,985,495 


$580,152 


$487,443 


$16,653,090 


100.00% 


% of Total 


94.B5% 


2^6% 


2J9% 


100.00% 





Norns: 



A ■ Indudcf all walvm coded on the dttalM lUt m AGENCY (■gmcy llmllX rROC (■fcncy limit on thU progfim), TK (training mnt) and 
WL (included on waiver lUt). 

B ■ Sponsored rcMtreh projects known u QinM Technology AsMssmenl Agreements (CTA A on detailed list). 

C - tnchKtos all waiver* gran led after a caae-by*<aae fevlew by the Dc«n ol Reaearrii Office, inclmtliig 1) All rc<]iieat» Inviilvlnfi <nrpiirato sntMttort 
or foreign entlUa«^ whether profit or nonprofit; and 2> VS^ elate and toeal gevemmenl •peciaora and U45.-baaad nonprofit aponaoie ihal ra codaU 
on ihe detailed Hat aa CS (eoai-aharing), HARD (hardship^ 9UD (eeed gmnO^ TRANS (trtnafer from another unlvtftily) or SABTRV (travel 
grant or sabbttlal leeve). 

* "U.S. Ncinprofit" Includes US.-bascd fuundallonSt voluntary heath organizations and profcssluivil societies, oilier U5. unlvmllics, nonpfofit US. 
instllules and consortia^ Intematlonil aid Ofgsnixatlons with US. portldpUlon (c^ World Bank, World licalth Oiganlutlon, NATO, etc) 



Stanford Unlvenlly Fiseal Year 1990 
Number of externally aponsored projects on which indirect costs were foregone, 
as compared to Stanford's Indirect Ctet Rates negotiated with the Federal Government 



Rtaten for waiver I 

A B C I 

Sponsor ainical Cue*by- 
SponiorType Limit Trials Case 



Federal Gov't 312 2 

State iK Local Gov't 25 0 

US.Nonprofir 471 0 

U5. Corporations 0 72 

Foreign Q fi 

Total SOS 74 

% of Total S«.05% 7M% 



32 
6 
4 

9 

S7 
6.07% 



A-i>B*^C 

IDC 
foregone 

346 
31 

475 
81 

939 
100.00% 



% of IDC 
foregone 

36.85% 
330% 

5039% 
8.63% 

IJO.00% 



Total Number 
of Projects 

1969 
48 

660 
292 
2fi 

2997 



NOTES: 



B - SpoHMTtd rMMrch pro)«cli known •« Olnkal TKhnotogy AwMMMnt AsntmenU (CTAA on dclalM IM). 

• -U S. Nonpront- include* U.S.-b.«d found.ilow, volunury I.clhor8.nluilon..wl p«rfc«l.)Ml «cieil« <MlH!f US, .,ni-^..L 
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DCAA'S INVOLVEMENT IN MEMORANDA 
OF UNDERSTANDING, SPECIAL STUDIES AND 
NEGOTIATIONS AT STANFORD UNIVERSITY 



BACKGROUND 

The Defense Ccmtract Audit Agency (DCAA) inconectly testifled at the 
March 13, 1991 hearing? before the Oversight and Investigation 
Subcommittee of the House Energy and Commerce Committee that DCAA 
was not consulted on Memoranda of Understanding (MoUs) entered into 
between Stanford and the Office of Naval Research. Mr. Newton testified 
DCAA did not have an ''opportunity to comment on the proposed allocation 
procedures beforehand"" and was ''never consulted on any MoU with regard 
to any money/' (Testimony of 3/13/91 hearing, pp. 106, 107, tab *42). In fact, 
DCAA was consulted and involved in the negotiations of the MoUs, 
including the MoU on the library study, the utility study, equipment 
depreciation and other MoUs involving substantial sums of money. 

In the late 1970s, ONR suggested, and the University agreed, that 
Stanford should set out its costing practices in writing. The government 
(both ONR and DCAA) would evaluate practices, changes would be 
negotiated, and the resulting agreements would be executed by the 
government and Stanford in the form of MoUs* The agreements were 
intended to be binding on both the government and the University. Most of 
the indirect costing policy MoUs were considered and negotiated by the 
government and Stanford between 1980 and 1983. Additional MoUs have 
been negotiated since then, v/ith Rob Simpson or Paul Biddle negotiating on 
behalf of ONR, but most have been revisions to the previous 1980-83 
agreements. 

When OMB promulgated the 1979 revision to A<21, ONR, DCAA, and 
Stanford began meeting to develop a plan for reviewing policies at Stanford 
for possible changes required under A-21. ONR representative Jack Ducey 
insisted that DCAA be available to him and present at all discussions and 
negotiations in order to provide advice and counsel. During those 
negotiations, DCAA received a copy of every proposal and all correspondence 
with the government on every issue, including all issues resulting in an 
agreement (MoU). DCAA was not an ''in and out" participant; DCAA was 
there for the Ml meeting at every meeting and negotiating session held with 
ONR. The government parties caucused occasionally during the negotiations 
and Stanford was made aware that ONR and DCAA conferred by phone or in 
person between meetings. 
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DC A A Invohement Pogt2 
April 9, 1991 



The following paragraphs and referenced documents demonstrate the 
scope of DCAA's partidpation in the review and negotiation of MoUs and 
Special Studies. 

MOUS AND SPECIAL STUDIES 

As indicated above, OMR representative Jack Ducey insisted that DCAA 
be present and participate as his accounting and audit advisor at each and 
every discussion and negotiation session, including the signing of the MoUs- 
DCAA received copies of Stanford's proposals for review prior to the formal 
meetings. The DCAA supervisory auditor who was assigned responsibility 
for Stanford or the Auditor-in<!harge also made observations during data 
collection phases of special studies. 



LIBRARY STUDY 

The history of the Library Study allocation methodology is contained in 
the University's November 19, 1990 response to DCAA's September 28, 1990 
audit report on the Library Study. That response contains many documents 
evidencing DCAA's participation in the developing library allocation 
methodology, Including the DCAA audit report in 1975 finding the 1974 
Library Study results acceptable to the government. 

Several MoUs relate to the 1981 Library Study, the report for which was 
transmitted in 1984. For this study, Stanford submitted a formal methodology 
proposal in advance. Stanford worked with both ONR and DCAA to address 
all of their questions and concerns through changes in methodology. 
Stanford also worked with ONR and DCAA to finalize the data collection 
forms (including instructions and definitions) and to select sample periods. 
DCAA made a number of obsei vations during the collection of data for the 
study. The DCAA auditors involved in the 1981 study included D. Johnson, 
Kiger, Wing, Griffin and Otto. 

The following ten documents clearly demonstrate DCAA's 
participation and concurrence in the 1981 Library Study methodology, 
sampling plan, data coUedion instrument design and data collection effort. 
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DC A A Involvement 
April 9, 1991 



Pages 



Tab* Date 

1 6/30/75 

2 2/26/81 

3 6/17/81 

4 5/28/81 

5 7/22/81 



6 
7 
8 
9 



8/5/81 
10/28/81 
10/19/81 
2/23/84 



Document 

DCAA review approving Stanford Library Cost Study 

Riddle to Ducey, ONR, methodology proposal 
cc Griffin, DCAA 

Sv^eet to Ducey, ONR, letter 
cc Griffin, DCAA 

Martin to Sweet memo (refers to DCAA partidpation) 

Martin to Distribution memo 
cc Griffin, DCAA 

Martin to Sweet memo (refers to DCAA partidpation) 

Martin to Sweet memo (refers to DCAA partidpation) 

Sweet to Gri/fin, DCAA, and Simpson, GNR memo 

Sweet to Simpson, ONR, letter 

cc Johnson, DCAA, and Kiger, DCAA 



10 3/11/85 



Sweet to Ducey, ONR, letter 
ccDCAA 



imLITY STUDY 

Taylor Systems (an engineering firm) conducted the first Utility Study 
in 1981-82. Given the technical natxire of the study, ONR assigned an 
engineer, (Gordon Chapman, to work with Stanford and Taylor Systems 
engineers. Mr. Chapman spent time at Stanford before, during and after the 
study. DCAA did not have much involvement in this study due to the role 
of ONR's engineer. However, if DCAA had concerns with ONR's choice of 
engineer, DCAA was given ample opportunity to express it or arrange for its 
own engineer. 

DCAA was well aware the study was going on. DCAA auditors made at 
least one walk-through and observation of data collection during the course 
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DCAA Involvement * 
April 9, J991 

of the study. DCAA received a full set of the shidy reports with the 
expectation it would audit; DCAA never chose to do so. 

See the attached three documents evidencing DCAA's receipt of the 
full eight volumes comprising the repo: t and two later conecting reports. 
Stanford's files contain other documents communicating with the ONR 
engineer. 

Tab* £2itfi Pjpcvncnt 

1 1 5/6/82 Sweet to Ducey, ONR, letter 

cc Kiger, DCAA, with attachments 

12 10/25/82 Sweet to Ducey, ONR, letter 

ccDCAA 

13 10/20/81 Sweet to Distribution memo (Negotiation memo for 

DCAA demonstrating DCAA viewing of the Utility 
Study collection efforts.) 



MOU ON ENTERTAINMENT AND ALCOHOL 

In 1976 DCAA and Stanford performed analyses of the unallowable 
entertainment and alcohol in the subsistence expense code for QUA and 
Departmental Administration. Negotiations with ONR resulted in an 
agreement to exclude 20% of the subsistence costs as unallowable instead of 
using a more cumbersome transaction by transaction approach. DCAA 
audited subsistence in the FY76 and FY77 Indirect Cost Studies and found the 
20% decrement acceptable, as there were no audit findings in this area. 



OTHER MOUS AND SPEQAL STUDIES 

DCAA was actively involved in each and every one of the remaining 
special study and indirect costing and fringe benefit policy deliberations and 
negotiations during the five years (1980-1985) that most of them were 
negotiated. Attached are a number of documents demonstrating DCAA's 
awareness of and participation in the process. The agreements were entered 
into after participants from the three parties (ONR^ Stanford and DCAA) 
discussed, evaluated and modified Stanford's proposals. When the 
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Pages 



agreements were negotiated DCAA did not express any concern with any 
agreement not did it express any such concern in the audit of FY 1980 or the 
first audit of FY 1983. 

DCAA's awareness and participation is chronicled in the following 
twenty eight documents. Stanford has located Just a sample. Iliere ar« likely 
other documents which have not been located, as well as the agreemenb 
contained in the MoU binder. 



Tab 

14 3/21/80 



Document 

Riddle to Ducey, ONR, 
letter 



15 3/21/80 

16 3/21/80 

17 5/13/80 

18 5/21/80 

19 8/15/80 

20 10/28/80 



Riddle to Ducey, ONR, 
letter 

cc Schaff, DCAA, and 
Gri/fin, DCAA 

Riddle to Ducey, ONK, 
letter 

ccSchaff,DCAA, and 
Griffin, DCAA 

Mougin to Schaff, DCAA, 
memo (attachment to 
5/21/80DuceyleHer) 

Sweet to Ducey,ONR, letter 
ccSchaff,DCAA 

Sweet to Ducey,ONR, letter 
cc Griffin, DCAA 

Sweet to Ducey, ONR, letter 
ccSchaff,DCAA 



Area Covered 

Definitions, MTDC, Sponsored 
Projects Administration (a new 
cost pool)/ Equipment Inventory 
System and Depreciation, Service 
Centers (refers to DCAA 
participation) 

Methodology for handling FY81 
IDC proposal in transition to 
revised A-'21 



Proposed delayed 
implementation for Equipment 
Inventory Effort Reporting and 
Tuition Remission 

Space Inventory (predominant 
use) 



Space Inventory 



Tuition Remission, Fringe 
Benefits 

Amendment to definition of 
acquisition cost for equipment 
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Page 6 



21 10/28/80 Sweel to Ducey, ONMeller List of MoU* agreed upon since 

ccSchaff.DCAA 8/79: Tuition Remission, 

Deflnitions, Effort Reportingi 
Equipment Inventory and 
Depredation, Delayed 
Implementation, Benefits 
matters. Computer pridng, 
On/oH campus rate application. 
Rate application when 
conference con.ponent of project 

22 1/21/81 Sweet to Distribution DCAA Space Inventory Audit 

memo. 



23 2/2/81 

24 2/9/81 

25 2/9/81 



Sweet to Geistlinger memo Government mandated P L. 95 



cc Griffin, DCAA 



507 costs 



Sweet to Ducey, ONR, letter Govemmtf\.. ;:nandated P.L. 95- 

cc Griffin, DCAA 507 costs 

Sweet to ITucey, ONR, letter Effort Reporting 
cc Griffin, DCAA 



26 3/23/81- Agenda for Ducey, (»JR, 
3/24/81 meeting 



27 4/3/ffi SwBcl to Distnbutk>n 

Oaduding Griffin, DCAA) 
memo 



Tuition Remission, Effort 
Reporting, Equipment Inventory, 
Library Study (inethodology 
presentation), ^ace Inventory, 
Depreciation of Buildings and 
Improvements (Also refers to 
DCAA participation) 

Agreements reached at March 
negotiations: Tuition Remission, 
Effort Reporting, Equipment 
Inventory (use of scanners) 
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13 10/20/81 Sweet to Distribution 
memo 



28 12/7/81 Sweet to Distribution 
memo 



29 12/11/81 SteUer, DCAA, to t?ucey, 
ONR, report 



30 



1/28/82- 
1/29/82 



Agenda for Ducey, ONR, 
meeting (DCAA attended 
me: ting) 



31 5/28/82 



Sweet to Ducey, ONR, letter 
cc Griffin, DCAA, and 
Kiger, DC.\A 



32 6/4/82 



Sweet to Distribution 
memo 



Agreements reached at October 
negotiations: Fringe Benefits, 
Effort RepcNTting, Depreciation of 
Buildings and Improvements. 
Other matters covered in 
discussions with ONR/DCAA: 
Utility Study in progress. Service 
Centers, Sponsored project close- 
out procedures, Upcoming TBSR 
program 

Agreements reached at 
negotiations: Service Centers, 
Depreciation of Buildings and 
Improvements, Sponsored 
project close-out procedures 

DCAA review of Tuition 
Remission 

Effort Reporting, Tuition 
Remission, Utility Study, Status 
of G&A/SPA proposal. Building 
and Improvements. Listed items 
on which proposals were being 
developed: O&M (other than 
UHlity), Student Services, 
Department Administration 

Agenda for June 2-3, 1982 
meeting: Equipment Inventory, 
Buildings and Improvements, 
Student Services, O&M, exclude 
Rental /Lease from MTDC, move 
sabbatical leaves from DA to 
Fringe Rate beginning FY84, 
TBSR n, handling aoss 
allocations 

Reporting results of June 2-3 
negotiation meeting with DCAA 
participating 
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P^geS 



33 12/13/82 Sweet to Distribution 

memo 

34 12/15/82 Riddle to Ducey.ONR, and 

Simpson, ONiC letter 
ccGriffliw DCAA, and 
Klgcr,DCAA 

35 8/29/83 Sweet to Simpson, ONR, 

letter 

cciager,DCAA 

36 10/5/83 Sweet to Simpson, ONR, 

letter 

cc Johnson, DCAA, and 
Kiger, DCAA 

37 8/3/84 Sweet to Distribution 

memo 



38 2/28/85 Agenda for negotiations 



10 3/11/85 Sweet to Ducey, ONR, letter 
ccDCAA 

39 4/2/85 Sweet to Workman, 
DCAA, memo 



DCAA 1982 Space Inventory 
audit 

Equipment Depredation (simple 
system) 



Fringe Benefits 



Fringe Benefits, Sabbatical leaves 
change Fy84 



Revisions to Buildings and 
Improvements agreements 
retroactive to 9/1/80 and 
reduction of FY81 and FY 82 
carryforward. Department 
Administration allocation 
(DCAA to continue review of 
proposal) 

Carryforward liquidation. Library 
Study, GA/SPA, Hospital 
Transactions Project, Benefits, 
Extension of Special Studies, 
DCAA Audit Backlog 

G&A/SPA, Ubrary Study, 
Hospital Transactions Project 

Self insured Fringe Benefit 
programs 
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DCAA Invotvtment 
April 9, 1991 



DCAA'S PARTICPATION IN NEGOTIATIONS ON 
1991 PROVISIONAL RATE 

At the hearing before the Subcommittee on Oversight and 
Investigation, Mr. Newton of DCAA testified that DCAA was "not invited to 
the negotiaUon conference, at which time that 70 percent [negoHated] rate was 
arrived ar CTesdmony of 3/13/91 hearing, p. 137, tab #42). Mr. Newton wu 
wrong. Not only was DCAA invited, but It parUdpated in the negoHations. 
The Office of the Chief of Naval Research (OCNR) negoHated a provisional 
rate of 72% in December 1990. DCAA was present at those meetings and the 
Interim Agreement specifically states that the agreement was reached "with 
the advice of the Defense Contract Audit Agen<y" (tab #40). The 72% rate was 
then reduced to 70% on February 6, 1991 and DCAA was again present for 
those negotiations (tab #41). 



CONaUSION 

The documents attached to this memorandum prove conclusively that 
DCAA was actively involved in the planning, negotiation and execuHon of 
the MoUs. This involvement spanned many years, involved a large number 
of DCAA personnel and virtually all of Stanford's MoUs and cost studies. 
Moreover, these documents are merely examples of the scope of DCAA's 
participation. 

These documents make inexplicable the sworn testimony of DCAA's 
representative before the subcommittee that DCAA did not participate in the 
MoU process. 
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STANFORD'S ACTIVB EFFORTS TO SEEK 
AUDITS FROM DCAA 



Stanford has been greatly concerned through the years about DCAA's 
failure to conduct timely audits at Stanford. When Stanford requested audits, 
DCAA's standard response was that its priorities were at commercial defense 
contractors where the risk was greater and that authorized staffing levels were 
insuffident to get the job done. 

DCAA did partidpate at OtJKs request, by providing accounting and 
auditing advice, in the negotiation of the MoUs and SpedaT Studies. DCAA's 
involvement in audit activity in the early to mid 1980s was considerable. 
However, most audits were started but never Hnished. Stanford and DCAA 
invested considerable resources in these audits with no results, as no reports 
were completed or issued. We understand DCAA has removed these 
uncompleted audits from its log. 

Stanford took spedal efforts to assist DCAA in catching up during this 
lime. In 1984,, DCAA had just completed the FY80 Indirect Cost Study. 
Concerned over DCAA*s growing backlog, Stanford proposed that the 
University forego $400,000 per year in carryforward for Fiscal Years 1981, 1982 
and 1983 and that DCAA concentrate audit efforts on the FY83 Indirect Cost 
Study. If negotiated audit findings exceeded the $400,000, DCAA would 
perform audit work in FY81 and FY82; if findings for FY83 did not exceed 
$400,000, no further audit work would be done for FY81 and FY82. DCAA 
concuned with this approach, and an agreement was reached on May 3, 1985. 
See tab «5 and tab #6. 

The following lists correspondence and important meetings and 
telephone calls regarding DCAA's unwillingness or inability to audit at 
Stanford: 



Area Covered 



1 12/10/79 Sweet to Distribution 
memo 



2 1/9/81 Sweet to Griffin, DCAA, 
letter 



Internal transmittal of audit list 
given to Stanford by DCAA. 
DCAA audit support for A-21 
changes is a major item. 

Lists audits in progress and asks 
for status repc^ 
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3 9/23/83 Meeting with DCAA 

Stanford participants: 
Creighton, Controller 
Riddle, Assoc. Controller 
Sweet/ Asst Controller 

DCAA parfidpanis: 
Bokelman, RAM 
Carter, Branch Manager 
Johnson, Supervisory 

Auditor * 
IQger, AIC 

4 10/10/83 Sweet to Johnson, DCAA, 

letter 

ccKiger,DCAA 



5 2/8/85 Carter, DCAA, for 

Bokelman, DCAA to 
Ducey, OMR 



6 5/3/85 Simpson, ONR, to Riddle 
cc DCAA /Sunnyvale 



7 2/23/87 Sweet to Lee, DCAA, letter 
cc Riden, DCAA 



8 3/31/87 DCAA/Stanford Meeting 

(agenda and notes) 
Stanford participants: 
Creighton, Sweet 
DCAA: Riden, Lee 

9 4/9/87 Sweet to Lee, DCAA, letter 



Stanford: want current, timely, in 
depth audits so can act timely if 
problems are found. Asked what 
DCAA could do to bring auditing 
up to date* Need good 
coaununlcation: entrance/exit 
conferences and communicate 
during audit Need more audits 
and adequate staffing 



Expressed concern over DCAA's 
lad( of audit of space inventory, 
noted space inventory was ready 
for audit 

States that "the Governments' 
interest would be adequately 
protected" by Stanford's proposed 
method for closing Fiscal Years 
1981, 1982 and 1983 

Confirms the March 1985 
agreement for dosing Fiscal 
Years 1981, 1982 and 1983 

Confirms Lee's notice to Stanford 
of change in DCAA audit focui 
Also confirms DCAA's dates for 
completion of audit reports. 
Stanford concerned with backlog. 

Stanford concerned over DCAA 
audit backlog and wants to be up 
to date. 



Expressed Stanford's concern that 
DCAA cost audits be done on a 
sound basis from the start 
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Stanford Efforts to Seek Audits 
April 9, 1991 



10 7/14/87 Monthly meeting (agenda) 



11 9/4/87 Sweet to Riden, DCAA, 
letter (agenda attached for 
9/15/87 meeting) 



12 9/28/87 Sweet to Riden, DCAA, 
letter 

ccLee,DCAA 



13 11/12/87 Monthly meeting (agenda) 



14 11/18/87 Chan, DCAA, to Bucy 
telecon 



10/19/88 AGA Meeting (Reed 

speaker; Biddle, now ONR, 
invited Sweet) 



DCAA stafHng. Reference to 
MoU review. Stanford offer of 
training for DCAA staff. 

Concern about cancelling 
monthly meetings. Hopeful that 
d^anges in DCAA staff will make 
it possible for DCAA to catch up 
on the substantial backlog of 
Stanford audits. 

Stanford's concerns: DCAA's lack 
of follow through with 
government agencies on DCAA's 
"new^ procedures, lack of DCAA 
audits at Stanford, uncompleted 
audits, lack of DCAA staff 
assigned to Stanford, lack of 
signoff on Student Services study 
in spite of repeated ONR requests 
for audit. Stanford stated ''good 
solid audit coverage by DCAA at 
Stanford is important to us." 

Old audits list provided 
Reviewed Stanford workload so 
DCAA could best plan timing of 
audits. 

Chan says the old audits have 
been removed from IXAA 
tracking system. Only FY84 and 
FY85 direct cost and ITS FY80-85 
are still on system. Riden says 
"We will do as little as we can at 
Stanford/' FY87 Space Inventory 
will not be audited. DCAA still 
has no audit staff on campus. 

After speech. Sweet expressed to 
Reed and Topf concern over 
DCAA backlog at Stanford. 
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Stanford Efforts to Seek Audits paste i 

April % 1991 * 



At this poini flale 1988) Stanford was so concerned about the lade of any 
audit oversight from DCAA that Stanford's Chief Financial Officer Bill Massy 
was going to meet with Mr. Topf of DCAA. However, In January 1989, DCAA 
A fmally brought in five auditors from Utah to audit FY84-FY86 direct and 
/ indirect cosb (using the FY84 and FY85 direct cost audit done earlier by Lee 
fjxd Branham of DCAA). Iliey finished in June 1989, but unfortimately, this 
latest attempt to conduct an audit failed again. 

Instead, Mr. Kiden's DCAA office would not permit an exit conference. 
In August 1989 Jo Callihan from Mr. Riden's office came in to do "a couple of 
weeks of wrap-up work,'' TTiat lasted until August 1990. We now understand 
from Mr. Lloyd that DCAA decided to ignore the thousands of hours of work 
done by DCAA auditors from Utah on FY84-FY86. Instead, all work was 
duplicated by local DCAA auditors. The DCAA report on FY84-FY86 indirect 
costs was issued in August 1990, the first completed annual audit reports from 
DCAA since the FY83 audit was completed in 1987. 

DCAA has yet to report on the direct cost portion of the audit, in which 
we understand there are no findings. 



CONCLUSION 

Far from seeking to avoid DCAA review, Stanford acrively sought it 
out. Stanford understood that under years of neglect by the responsible 
auditors, numerous complex issues and misunderstandings could 
accumulate. Unfortunately, Stanford was unable to persuade DCAA to 
complete an audit for several years. 
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Stanford University 
orricB or the contkollbr 

April X9, 1991 
Michael Kuc 

Special University Team 
OCHR 

800 N. Quincy 

Ballston Tower /I, R» 907 

Arlington, VA 22217-5000 



subject: Costs Withdrawn from IDC Claims 
Dear MiXe, 

v^., «.»4oAd a Question last week about what costs have been 
of ficianr«^ovcd^Srst«for^ the indirect Cost Study 

^IrrSfnrwirds Attached is a schedule sununarising these 
^25^5 f!^?. vear The impact on the government carryforward 
J^en SjprSSim^eS by aSltiplying the cost pool 
for each year nas ^7*;' nercent allocated to Organized 

is of organized Research. 

Also attached are copies of the letters in which said 
.^H.,«Ji2ntrwere cownunicSted to the government. Our nomal 
adjustiaents were conununica c^qnisant chief negotiator of a 

?eS;;"onJ a5juJ?»2St in oS; IV^in. That would have been Paul 

^'^^^^I^^^^^^^^^ tCJ ?e??ei!rdea;tnr3{S'S.'5hopping 

r^nt!r'^«Jo? ??86 * FY8? and thi Centennial costs for FY87 * 
Fv« 5hicS Sere addressed to Joe Riden of DCAA (3/4/9X) and 
FY88 Which """o ,3,7191) . respectively, rather than to you. 

?;Sr?ec2?vl5 rcoS°o}'i2^h;'ho«;Sr., Pl^ise consider these 
costs formally withdrawn. 

*N u**-^K iii WA Also notified you of our intent to remove 
oertalS mS2 "jtj .«"lS?ea with th. thre. Unlv.t.lt,-<»;n.a 

n/^fci H«« Avidentlv raised the question of whether 

rejffli^^^^^^^^^^^^^ 
rkent^%Jrc:s?irrS^rsrssi^^^^^^^ 

lyttel 5S«e ?o^inS;i.ion litter, constitute the necessary 
Jdjustient to th. University carryforward clai.. 

Should you have any further questions, pleas, call se at 
(4X5) 725-1759. 
Sincerely yours, 

j«inet Sweet 
Assistant Controller 



Adjustments to Indirt ct Costs 
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Stanford Untvtrslty 



November 29, 1990' 



H>iidAliv€red 

Mr.PMlLLBiddlt 
Resident RepreKoutlvt 
Office of Kaval Research 
202 McCuHough Bl^f. 
Stanford^CA 94305 



Subject: Revised IDCcariyforward due to error In equipment depredation 
Dear Paul: 

The purpose of this letter is to submit formal revisions to the Indirect Cost 
Studies from FY81-FY88 for an enor detected in the calculation of the equipment 
depreciatioo cost pool As a result of the OAO requesting information on the 
accounting transactions associated with the boat named Victoria* we discovered an 
error in equipment depreciation In our indirect cost submissions. 

Our expectation is that equipment associated with Auxiliary ActlvitleSi 
including the Athletic Department programs such as the sailing program, is not 
recor4<ed In an account which wOl t>e used for equipment depreciation calculations 
in the Indirect Cost Studies. Therefore* no square footage was included in the 
equipment depredation aOocatlon base for Auxiliaiy Activities. 

Unfortunately, we did not realixe that some boat donations and some 
equipment purchases for the Athletic Department were booked into accounts which 
are included in the equipment depredation cost pool In the Indirect Cost StudieSi 
equipment depreciation b allocated among functions* including Organized 
Research, based on square footage of space used by those ftinctlons. QWtn that no 
Athletics Department square footage was In the allocation base* there was an 
inconsistency between the cost pool and allocation base. 

To rectiiy this problen^ we hereby submit a revision to our IDC submissions 
for the FY 81-FY 88 as calculated on the attadiedsdiedule. Downward 
adjustments to the canyforwards tn each year are summarized below: 
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FY8I 


i 2,169 


ri 82 


* 9|23S 


FY 83 


$11,368 


FY 84 


$11,162 


FY8S 


$12^58 


FY 86 


$12,692 


FY 87 


$39,680 


FY 88 


$89,621 



Copies of this revision to the caxryfonvard have beeo provided to DCAA and 
to the GAO. Detailed schedules supporting these a^Justmeots will be provided 
shorty to DCAA and the OAO. 

With regard to the FY91 and FY92 proposed indirect cost rates^ the dollar 
impact of this error is so small (.08 rate poliits in FY88) that it does not impact these 
proposed rates as the proposed rates are rounded off to the nearest whole 
percentage point Of course, when we do the calculations of actual rates for these 
years» we will eliminate these items. 

We regret that tbb mistake occurred and wfll check to make sure that there 
is no similar problem with the other Auxiliaiy Activities. If there ts. we will 
calculate the impact and submit a Ibrther canyforward revision. Of course, we will 
ensure that this mistake will not be made in fbture yean 

If you have aj)y questions, please call me. 



Eoc. 

cc Doreea Eng, GAO 
LanyHortos 
FriaReed 
FkukRIddli 
JteRide^DCAA 



Sincerely, 




DrtraZiuBwah 
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Stanford University 



January 23. 1991 |WOU.,n:cW-arlO,C 
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John W. Ford, Jr. 
Sptelal University Tcaa 
OCMK 

•00 H. Ouincy 
Poston Tovar #1, Room 907 
Arlington, VA 22217-SOOO 
Coda OOUT 

Subject: Announcenent of University Xnitiativa 
Dear John: 

Attached it a statement froii Don Kennedy which has been 
hand delivered this Borning to Congreasnan Dlngell. Also 
attached is a related press release which will be released by 
the university at 8:00 A.M. PST today and a sa»ple of the 
letter confirilng aetabership on the Advisory Panel. 

one of the three aspects of the initiative Is Stanford's 
voluntary withdrawal of certain costs. To understand how the 
anount of voluntary withdrawal for house accounts was 
d"ter»ined and what is included in it by year, we have prepared 
tha attached schedule. The General C Adalnistratiye costs, 
which have not already been excluded, for the President's house 
ooeratlons (Hoover House). Provost's house operations (Hanna 
House), and the Vice President for Public Affair's house 
operations (Lake House) are being withdrawn for the open years 
(rV«*-rY88) for which an indirect Cost Study has been subsitted 
to the Governsent. The accounts, years, asounts and their 
approxinte iapact on the allocation to governaent research are 

''•^""r^ySS 2: a5!;?'?he carryforwards fro. mi-py85 go Into 
the ry88 actuals. Therefore, the Ispaot of this voluntary 
withdrawal on the rY9l rate by virtue of the rY88 carryforward 
is around $350K. As we discussed last week, Stanford 
anticipated this adjustment as a part of the reduction when we 
proposed the 76% rate which Is over a point Itss than the 
calculated rate. The rY86 C FYB? carryforward •^J"'***"** 
iBpact the rY9a C FY93 years, respectively, as they will be 
Included in the FY89 and FY90 carryforwards, respectively. 

AS Indicated in President Kennedy's stateaent, we wish to 
neaotlate with you the treatment of these costs for years 
JSwiSSt irFm and propose this issue be "ddJld to our MoU 
review task list. Ke believe this category of cost ia 
iuillbli; reasoAable, and allocablo, but due to tj! ':S!?*wi.k 
acuta public attention want to aake aura we have agreeaent with 
the governaent on how to handle thea. 

If you have further questions about this before your 
return to ca«pus. please feel free to contact either Janet 
Sweet or ae. 

Sincerely^ 

Tranklln 0. RWdlt 
Controller 

FGR/hw 

Attachments O C 

47-495 0-91-9 
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Stanford University 
omcx or the controlle* 

Karch 4, 1991 



HlXa Kuc « _ 

Spaeial Onlvartlty Taam 

OCNR 

800 K. Qulncy 

Boton Tower #l, Ra 90'^^ 

Arlington, VA 22217-5000 

subject: Additional cost* voluntarily removed 



Dear Mike, 

AS you have heard, the University is adding to its list of 
uAinn^Ir^ deletions communicated in the attached January 23, 
SJ? iJtte? triohH ?ord. A reception was held December 19l|7 by 
thi Trustees, after the marriage and wedding reception (paid by 
SMsldSt JJAnedy). for the President and Mrs. Kennedy to 
KtJoduce her to^the University community in her nsw role as the 
pJeJSent's wife and University hostess. This has been 
iiSeported in the press as the wedding reception. 

w* havs vet to go through the transactions in detail to 
H.fc.ralne hSw much his already been adjusted in the FYM 
JSdlSc? c5;? SSSdy? but we will be doing that soon and getting 
it to OCAA. 

m reviewing the schedule attached to the letter of 
1/23/91. we discovered Lake House charges in other «ccounts. 
ihise dinars are not large, but we will update the schedule as 
soon as we have analysed the situation. 

Both of these adjustments to the original voluntary 
deletion only impact Gov't Research arouna 23%, so the Impacts 
o?l5lnally communicated will not be changed much. 

If you have questions, please feel free to call me at (419) 
725-1759. 

Sincerely Vours, 

jUnet Sweet 
Assistant Controller 

JS/ks 
Attachment. 
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Stanford University 
omca or ths comtouM 
March 4, im 

Jeiaph P. RidM 
Branch Managar 
Radvood Branch Offica 
Dafansa Contract Audit Agancy 

P.O. Box 6ioaa 

Sunnyvala, OA 94061 

Subjacts Raception and Shopping Centar Costa (T-97) 
Daar Joai 

Your latter dated February T.2, 1991 arrived on February 2$, 
1991, tha data by which you requested a response. Faxing these to 
us instead of sailing then will expedite response. 

Attached please find your copy of a letter to Mike Kue 
regarding tha reception. This was pot a wedding reception. Ka 
hava decided to reaova it along with tha Hoover House functions and 
expanses for the saae reasons that va renoved tha other House 
operating expenses* 

As to the Shopping Center, in reviewing this for the CAO, wa 
discovered wa handled account 7SAB003 incorrectly in Fvaa 
($334,430) and TU7 ($313,307) as allowable; about 231 of these 
coats wara allocated to government organized research. We consider 
thasa costs to be unallowable under 0MB A-21 section J.X7«e«, as 
tha Shopping Canter is an investment of the Stanford Cn<Sowsent and 
is solaly to enhance incoaa, rather under than C«4.a« In FYSI, wa 
caught tha aistaka and excluded it as unallowable. 

If you h^ve further questions, let either Fran Reed or aa 
know. Tha reception and additional Lake House adjustient specifics 
vill be coaing soon. 

Sincerely, 




Janat Sweat 
Assistant Controller 



JDSska • 



cot L. Rorton 
D« Sumralt 
W. Byar 



mom i<ii)m*ra 

FAX (4l5)nMQSf 



.p. Riddle 

tr. Massy 

M. Xuc# OCNR 

D. Bng, GAO 
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Stanford University / 
omcB or me coKi^oim 
March 7, 1991 

Dor««n En9 

G«Mr«l Accounting Office 
137S Markat St., Sf 900 
San rrancl8co# CA 94103 

Subjects Cantennial Ccstn 

Daar Doraan# 

It la with graat apologias that Z finally raspond to your 
oral raquast of 11/30/90 ragardlng how tha Cantannial coata vara 
traatad and vhathar thay vara for fund ralalng. Aa 1 orally 
raapondad to yoU| tha 100th Annivaraary of tha founding of a non« 
profit organization lika tha Univaraity providaa a tiaa for 
calabration and raf laction on tha paat and futura aa wall aa an 
opportunity for fund raiaing. Centennial Activitiaa are being 
coordinated by two officaa at Stanford Unlvarsityt 

Tha Office of Developatnt - for fund raising purpo8ea# and; 
Tha Public Affaire Office - for celebration and profetaional 

eoDinara. 

In revieving hov ve handled the Centennial coeta# it ia 
conplicatad in that nev infoniation reouirea changea going both 
vaya» Z have identified the accounts in vhich Centennial costs 
are collected# hov they vere handled and hov they should have 
been handled. 

Tha Of f ica of Davalopa^nt 

Tha Office of Developaent costs are contains 'i in account 
•TAC006 and 8TX. The tTX accounts vera opened in rr99, are all 
for fund raiaing and vill be treated aa unallovable. The OTACOOS 
account vaa opened in FYS?. Ho coata vera Incurred in thia 
accoxint in PYt? and therefore it did not have to be handled in 
tha coat study for that year. 

Based on the inforaation provided to ua at the tiae %e vere 
computing the actual coata for py89# all of the 6TA accounta 
(including 8TAC006) vere considered 55% allowable* Upon re* 
avaluatlon* COD determined that the expensea in STACOOe should be 
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Oown Eng fag* 2 

C«Mr«l Accounting Office 
March 7, 1991 



treated aa fund raiaing coata and axdudad; and furthar that 
only 40% of tha raaaining atA'a (axclUdlM •TACOOi) ahould ba 
allovabla. With thia adiuataant^ tha allovabla rvaa cotta for 
th# 0TA aarlaa of accounta ahould ba |420,3ll rathar than tha 
ilf074,523 aa ahom on tha fY$9 coat atudy. Tha calculatlona for 
thia adjuataant ara ahovn on tha attachaant. 

fl€#iea of Publio Affatra 

Coata of tha Cantannial ara in 9UAA00t in tha Offica of 
Publio Affaira. Coata ara incurrad in thia account to 
coBBasorata and calabrata Stanford' a hiatory and focua on ita 
futura. Thia includaa profaaaional aaainara vhara faculty 
aambara shara raaaarch findinga with othara and diacuaa naw 
raaaarch opportunitiaa. In VY$7, tha firat yaar in which costa 
vara incurrad# thia account vaa axcludad froa tha C i A pool; va 
aaa no applanation for tha adjuataant. Zn PYsa, tha coata v«ra 
laft in* in raviaving tha purpoaa for tha coata, va conoluda 
thay ara allovabla and allocabla. Tharafora, an adjuataant to 
rainatata tha 8UAA008 coata for FYS? in tha aaount of $4$i,i2f 
ahould ba aada. 

Call aa if you hava furthar quaationa. 
aincaraly yourai 




^anat svaat 
Aaaiatant Control lar 

JDStka 

cci L« Horton 

Da Zt:7valt 

O. ?ddan, DCAA 

r« i^ead 
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Office of Oev«lopBtnt AdjustMnt 
for tTACOOe Ctnt«nnial Costs - PYSt 



Psr 

cost ClslB 



Corrscttd 
AdjustBsnt 
for tTAcooi 



Totsl 8TA costs 

tess tTACOOe 

Adjusted STA 

V^mm Equipment 
Lass Subsistsncs 

Kst STA costs 



(683) 
(28,365) 



1.9Sa.<7S 



fl#982,728 

(t24,4Sf) 

i#058,287 

(539) 
<«#951) 

l.OSft.777 



Allowable percentage 
Allowable STA costs 



55.00% 



40.00% 

^42e.31\ 
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Stanford University 

OmcIS OF TIIUCONTROLICR 



Karch IX, 1991 



Mike Kuc 

Special University Teaa 
OCNR 

900 H. Quincy, 

Boston Tover /!# Ra 907 

JUrlington, VA 22217-5000 

Subject! Lake House and Trustee Reception Voluntary Removale 
Dear Mike, 

As indicated to you in my letter of March 4, 1991, we are 
vithdraving froa SV'p indirect coet subnleeions for Fy87 and fYS$ the 
following aaounts associated with Lake House Operations (in addition 
to those aentioned in the Jan. 23 letter) as veil as the Trustee 
reception for President and Mrs. Don Kennedy. Both of these asounts 
are In the General Adalnistration(GA) cost group in the General and 
Adalni8tratve(GtA) cost pool. 

Trtiatce Peception 

This reception occurred in PYSS and# therefore, affects f^%% 
onlyt The adjustaent to the GA cost group is $l6#0i9t (The total cost 
of ^he reception vas $10,206 less $2,117 which had already baan 
reduced by the 20% subsistence adlustaent for unallowable 
enter tainaent and alcohol). The lapact to the Governaent for this 
adjustaent is approxiaately' 23% of this anoxint or $3,604. 

Lake House Expenses 

It was discovered after subaission of the January. 23, mi 
voluntary reduction letter that not ell of the expenses for m7 and 
FY8S were charged to the Lake Rouse account, S0AA004. Instead, they 
were charged to other Public Affairs accounts* We have researched 
these iteas and have identified the following additional expenses 
pertaining to the Lake House which will bo removed frM the CA cost 
group for py87 and PYSa. For PyS7, the coats to bo reaoved froa the GA 
.cost group are $ 22,990 ($23,603 less $613 already deducted as 
unallowable subsistence and entertainaent) • Por PYSS, the aaount to be 
reaoved la $17,356 ($16,161 total costs less $80S already daducted as 
unallowable subsistence and entertainaent) The iaoact to the 
Governaent la approxiaately 23% of the $22^^90 or 9S,2iS for pye7 and 
23% of 017,396 or $3,992 for PYOO. 

The workpapers for these adjustaents are being aade available to 
DCAA. Ke are still researching to see if any other Lake House 
operations were also charged to other accounts in earlier years, we 
will infora you of any adjustaents resulting froa this effort. 

Please feel free to call ae if you have any questions. 



Sincerely yours, 




Janet Sweet 
Assistant Controller 
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FlILE 

Stanford University 
orncs OP tmb cow^oLLeit 

March 19 # 1991 

Hikm Kuc ^ ^ 
Special University Taaa 
OCNK 

800 Ht Quincy, Boston Towar /I, Ra 907 
Arlington, VA 22217-5000 

5ubj«cts Additional Expenses Withdrawn FYaX-SS 
Dear MiTcSi 

As ycu know, Stanford has withdrawn the costs related 
to the operations of the Hoover House, Hanna House, and take 
House, we intend to withdraw also special landscaping 
accounts, furnishings and equipment depreciation for those 
three houses and the Hoover House apartnent refurbishing. 

Also, Stanford had a policy reiabursing approved 
Faculty and Senior Staff for soms club Beaberships, where 
Stanford felt that the venbership would benefit the 
individual's Job perforaance at Stanford University* After 
FYSS, Stanford changed Its policy of reiaburseaent for these 
club aenberships. While the purpose of the aeaberships was 
definitely Stanford business In nature, these aay be 
considered sensitive itens and we intend to remove thea also 
for FYSl-FYSS. 

At this tiae, we do not know the exact aaount for both 
of these withdrawals. We will advise you next week of the 
amounts. Please feel free to call ae if you have any 
questions* 

Sincerely, 

J»net Sweet 
Assistant Controller 

jDS:fr:k8 ^ « 

CCS • J. Brian, CAO D. Zumwalt 

J. Riden, DCAA R. Byer 

r, Reed I" Horton 

r. Riddle W. Massy 
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STANFORD UNIVERSITY 

OFFICE OF THE pn BAv M 

VICE PRESIDENT AND GENERAL COUNSEL STANFORIX CJUlSornia M wm 

TELEPHONE (415) 723.«n FlSimWsPuija ^ 



May 9, 1991 



HAND PELIVBtt 
Nr. KichA«l KUC 

ocm 

800 N. Cuincy 

Ballston Tov«r 11, roob 907 
Arlington, VA 22217 

Dear Mr. Kuc: 

1 •ncl08« two Stanford checks totallna 
$1,030,117. 

A» you know, Stanford had already voluntarily 
withdrawn costs in the aaount of $924,517 by the nerval 
and accepted Mthod of adjustlM the carryforward (as 
described in Janet Sweet ^s April 19, 1991 letter to 
you). This included a credit for flOS,600. You have 
requested that we pay the full aaount of adjuatsents in 
the 9ovemMent*s favor 11,030, U7 ~ without an 
offset in Uiat payaent for Stanford's credit (that 
credit can be carried forward). As a special 
accouiodation to the govemxant, we have agraed on a 
one-'tias basis to reverse the adjustment to the 
carryforward and pay the full aMunt of the adlustaents 
by chec)c to the United states Treasury. «>3"««*nts 

Ma received your letter of May 7, I99l in 
response to our concern that other govemaent agencies 
which contracted with Stanford Might seek to recover the 
saae funds if we paid the ftoney to the Treasury (which 
does not benefit the contracting agencies) instead of 
adjusting the carryforward (which does benefit the 

•ili'.. instructed us to write the check to the 
IJ*'!iSf and tssure* us that this was coordinated 
with the office of Management and Budget so that 
Stanford will not be subject to claims that the payment 
to the O.S. Treasury was the wrong procedure. We are 
relyina upon your instructions and advice in this regard 
in making this payment. ^ 
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Mr. Michael Kuc 
May 9, 1991 
Pa9« 2 



Your l«tt«r also nantions that tha Govarnaant does not vaiva 
any antitlaaant it nay hava undar DFAK Subpart 231.7001 to 
intarast and/or panaltias. As a «attar of lagal intarpratation, 
va do not baliava that tha DPAR saction is applicabla to tha 
voluntary withdrawals; wa acknowladga that you ny hava a 
contrary viaw. In addition, undar astablishad procadura with 0^fR 
and tha way thasa vary withdrawals wara initially sada, tha 
carryforward has baan adjustad and thara has baan no intarast 
paid to tha Govarnaant (or racaivad by Stanford). 

Stanford is tandaring thaaa chacks on tha axprass 

undaratandinQ that tha Government recognizes that we are not 
waiving any legal rights or creating any ncv legal obligations by 
doing so instead of adjusting tha carryforward. Likewise, 
Stanford agrees that the Governnent is not waiving any of its 
legal rights. 

Zn recognising that Stanford has not waived any rights it 
may have, the Government does not concede that it would have been 
proper for these refunds to have been included in the 
carryforward adjustment or that the Government is not entitled to 
interest on the anount refunded. The Government's position is 
that expressly unallowable amounts could not be included in a 
carryforward; the Government acknowledges that Stanford has a 
contrary view. 

Zn accordance with your request, Z have canceled the 
endorsament on the check for $924,517 by marking through and 
initialing it. Z am duly authorized to take this action on 
behalf of Stanford. 



Very truly yours, 




Enclosures 



cc: 



DCAA HQ (Fred J. Newton) 
DCAA Redwood (Joseph Riden) 
Stanford (William Hassy) 
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DECLARATI OM OF MORLING 



If Ralph L. Norling, declare: 

1. X aa an Accredited Senior Appraiser of the 
Anerican Society of Appraieert. My profeeeional category 
ie Personal Property Appraiser, certified in Residentiel 
Contents-General and in Antiques and Decorative Art. I 
sake these statesents to the best of ny knovledge and 
belief. 

2* On January 3, 1985, X Bade an appraisal of 
certain itens froa the Estate of Alice Meyer Buck* A true 
and correct copy of the appraisal is attached hereto as 
Exhibit A. The person who asked ne to sake the appraisal 
was Margaret Dilg, an interior decorator vho vas vorking 
at Hoover House at Stanford. I did not deal with anyone 
else at Stanford concerning this appraisal. 

3. I conducted the appraisal as I noraally do 
appraisals of donated items. I valued the itens at 
"actual cash value" which results in a value less than 
"replacement value." 

4. I understand some questions have been raised 
about my method of item-by-item appraisal. Ho one 
instructed me to do it this way; this is the way I always 
do such an appraisal and it is an accepted practice. For 
instance, it is my custom to separately appraise pieces of 
silver flatware by function , as I did in the attached 
appraisali particularly when the silver is not a full set. 

X declare under penalty of perjury under the 
laws of the State of California that the foregoing is true 
and correct. Executed this 15th day of March, 1991 1 at 
San Franciscoi California. 



Ralph L. Norling, A.S.A. 
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pBCLXRATIOW OW CAROLfif MOMIl 

X, Carolyn Morris, declarat 

1. I was enployed by the Stanford University 
Controller's Office for 21 years. During that tias, one of 
my responsibilities was to sea that the account nunber 
assigned to transactions entered into the Stanford 
University accounting systea was correct. 

2. On or about October 24, 1985, I processed the 
transfer of expense fors for the purchase of silverware and 
other items by the Hoover House Operations Account 
(President's Office). The aggregate fair narket value of 
the silverware and other items, as established by an 
independent appraisal supplied to the University^ was 
$10,505.00. 

'3. On that transfer of expense fora, X entered 
account numbers (7RBZ002 94610-94681) indicating that the 
silver was to be handled as an expendable itea, rather than 
a capital itea. 

4. Under the rules of the Stanford University 
Financial information Network, an itea should be treated as 
an expendable itea rather than a capital itea unless the 
iten has both a value greater than $500 and a useful life of 
aore than two years. 

5. The classification of the silverware as expendable 
itens represented my independent judgaent as to the proper 
classification of the silverware. X have no recollection of 
asking for or receiving instructions on the treatment of the 
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silverware. As a general natter, individuals In ny office 
worked fairly independently in processing such transactions. 

6. It was my opinion that this silverware should be 
expensed because, like the independent appraiser, Z valued 
the silverware on the basis of individual, pieces, not the 
set. This decision was consistent with my treatment of 
other collections purchased by the University. 

7. In my opinion, this practice was nade necessary by 
the fact that individual iteas within a set were often 
expendable. For example, if a spoon went down the garbage 
disposal, it would not be treated as a capital loss because 
it was an expendable iten. Similarly, when the University 
acquired a set of tools for research purposes, individual 
tools within that set were often sold to or purchased froa 
the University Y researchers, necessitating individual 
treatment. 

8. I handled this transaction consistent with ay 
normal practice. In selecting the proper account, it never 
entered my mind whether federally sponsored research was 
involved or whether indirect costs might be charged to the 
government. 

I declare under penalty of perjury under the lavs of 
the state of California that the foregoing is true and 
correct. Executed this 9^ day of April, 1991, at Palo 
Alto, California. jo 




Carolyn Mofris 
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riDt Aia 
Oriconlii 

Appnittli for 
Bittif 

Ifuunncf 

Urn 

Gift* 



gim Cfik MiJ TtmOkMlitii ^wa^ CiffnJmk 



January 5f 198$ 



(IRS ri 94-2719345) 



Kra. Kargaret S. Dilg 
Interior Design Consultant 
Stanford University 

623 Kirada Avenue ^ -r- -h ^Jrxr*^ Otssa* J 
Stanford, ca. 94305 '^jOi^^ y 

Dear Mrs. Dilgt fit' (fj: "^^^^^^^ '^''''^^^ 

At your request, for the purpose of valuation 
appraisal, I exaoined the selected residential 
furnishings located in the Hoover House, 
Stanford University that were obtained October 

1984 as part of the items from the Estate 
of Alice Keyer Buck« 

Appended are - 

Conditions of this Appraisal 

Appraisal Annex which describes this 
property in adequate detail to justify 
the Actual Cash Valtmtions. 

This report fulfills our contract as of this 
date. 

The fee is not contingx.i.t upon the values 
stated. 



Respectfully submittedr 




RaljM L. Rorling kth.k. 
RLN:eh 
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Af^AinU of: 
Km Aits 
Ofinatti 

AppnUili for. 
Cimc 
IftfoniKC 

iMt 

Cifit 



Conditions of TM> ilppraieal 
ActutI Cash Volut for Disposal 

1. Ihe values represent the Actual Cash Value 
considering the present physical condition 
of such iteas and the values noraal to the 
used market in this area. The values re- 
flect a reasonable disposal Period (i.e. 
several weeks) with the "willing buyer - 
willing seller" connotation. Sales taxes 
are not considered* 

2. The phrase 'Actual Cash Value** has been 
deterained by the Suprese Court of Calif- 
ornia to be synonymous with **Faj.* Market 
Value** • See Jefferson Insurance Cocpany 
vs Superior Court (1970) 3 Cal. 3d 

402 

3* All stateaents contained in this Appraisal 
as to authorship^ period » culture » source » 
origin, aeasureaentSi condition and rela- 
tive value are qualified stateaents and 
shall not be deeaed to be representations 
or warranties. These atateoenta are aada 
with the best of our knowledge and experi- 
ence under the physical conditions of the 
exaeination. 

4t Ho itea is reacted froa any type framing 
or fixed container for exaalnation* 

5. Ve certify that we bate no past» present 
or conteaplated interest in this property 
and that this appraiseaent was conducted 
in accordance with the codes of ethics of 
those professional organisations in which 
we hold aeabership, 

6. Ve assuae no liability with respect to any 
action that aay be taken on the basis of 
this Appraisal. 
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Appraisal Annex 
Property in the Hoover Houae obtained as part of 
the Estate of Alice Heyer Buck on October 29p 1984, 



Description 

1. Sterling beverage pitcher - Guop^s, 
helset forr» ring fbotp 9** 

2. Pair of sterling platters - Vigueras» 
Mexico, hand wrought and hammered, 
plain, Hi" 

3* Sterling coffee pot - Shreve early 
20th Century, octagonal taper slender, 
peaked cover, octagonal ring pedestal. 
"B" chased, 9" 

4. English George III sterling cup - 
v/o handle, hand wrought heavy 
fluted, chased raapant lion with tril- 
dent, arnorialt inpressed halloarks 
of nakert John Hutson, london 1600. 
3i* D, 2i" H 

4. 4 piece Victorian sterling tea 

service - c. 1900, naker not traced, 
heavy hand wrought repousse classic 
ornate bulbous with cartouche bow 
and swags, peaked pineapple covers: 

Pot with large diameter swan 
neck, Si" J> 

Covered sugar bowl - 5i" H 

Cream pitcher • 4}** H 

Covered waste bowl with crown 
foro top, 6$^ H 

5» Sterling circular covered sweets 
bowl - Sanborn*s. Mexico, heavy 
hand wrought, petal fluted domical 
cover, fluted body with floral 
repousse band, ring foot, 4 l/i^ D. 
5i" H 



Actual Cash 
Value (ACV) 

I 125.00 



200.00 



225.00 



400.00 



350.00 
200.00 
200.00 

200.00 



80.00 
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Appraisal Annex • Pagt 2 
Property in the Boovar House obtained as part of 
the Estate of AI^Lce Meyer Buck on October 29» 1964. 



Description 

6. German silver (800 fine) oval covered 
box • heavy hanO wrought relief over- 
all with oval fljural fara couple, 
sheep and fara implenents and floriate» 
gilt interior ring foot, 6t« L, Jj" H 

7. Sterling oval basket - Gorham, pierced 
bulbous navette body, chased **M' 1678- 
1903" 

8. 2 piece sterling crumber set - Gorhan 
c, 1900-15, "K" chased: 

CruBber with -1 raised side with 
grip 

Side scraper - Chantilly 

9. sterling hexagonal lobed rim deep 
bowl - Shreve, early 20th Century, 
pierced floral relief 6 pointed ria, 
11i« D 

10. Pair of sterling pieces • Tiffany, 
heavy, reproductions of 18th Century 
Aaerican and Sng^lsb ailversaiths, 
ring foot: 

H, slender 
- 4" D 

11. Pair of sterling pieces - Shieve 
early 20th Century, octagonal body 
and pedestal ring foot, **B** chased: 

Crean pitcher - 4i" B 
Covered sugar bowl - 5** D 

12. Pair of sterling pieces - Shreve, 
heavy relief Art Nouveau, i^N" chased, 
pierced ring pedestal: 

Pitcher - 6« H 

Open sugar bowl - 6" B 

1}. Silver plated oval seat platter - Gorhaa, 
gadroon scroll ri«, 21«', few cuts 



ACV 



Crean pitcher •* 3i*' 
Open ••Revere" bowl 



223.00 



225.00 



75.00 
50,00 



400.00 



200.00 
150.00 



125.00 
150.00 



150.00 
150.00 

75.00 
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AffuiHttoT: Appralaal Annex - Page 3 

RoiMlra Property in the Hoover House obtained as part of 

saver. Raft the Eatate of Alice Meyer Buck on October 29^ 1984 
JSSil Description jiCV 

PumisMnft M. Pair of European silver plated gane 
AppaiMJifoc; - '^gh^ing posture, 9" H, 

" ^^"^ I 150.00 



Emit 

iDiunncc 15. ?et of 12 Sterling nut dishes - Gorhaa, 
Dwwt* early 20th Century, pierced, 3" 60.00 

16. Sterling child's cup - Geo. C. Shreve, 
heavy, floral repousse, chased *'CHH 

1893% 2i" H 40.00 

17. 114 piece set of sterling flatware - 
Gorhaa 1903» Cromwell, each ''M** chased, 
worn patina: 

12 large dinner knivea 300 OO 

12 larga dinner forks 4^0! 00 

24 luncheon/dessert forks 480 00 

12 H/H. spreaders 24o 00 

9 salad forks 225 00 

9 teaspoons iso*oo 

12 grapefruit 300*00 

12 luncheon knives 240*00 

12 P/H all sterling fish knives 300*00 
(total |2t685.00) 

18. Set of 12 sterling dinner forks - 

c. 1900 Shreve, plain, «M" chased 360.00 

19. Set of 11 sterling dinner forks - 
c. 1900 Shreve, chased, bright 

cut floral chased 330.00 
?0. Set of 10 sterling large coffee spoons - 
c, 190O Shreve, "K" and bright cut 
floral chased 200.00 

21. Set of 11 sterling deni-tasse spoons - 
c, 1900 Shreve, "M» and bright cut 

chased 110.00 

22. Set of 12 sterling P/H spreaders - 

Shreve, Ramona, plain 240.00 

23. Set of 11 sterling salad/dessert forks - 
Reed & Barton fros V.K. Vanderslict, 

Chased, ornate floraj 220 00 

SU0004SO 
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Appraisal Annas - Pagt 4 
Property in tbt Hootar Rouaa obtainad •» pwt 
the Estate of Alice Meyer Buck on October 29, 
Description 
Set oX 9 sterling large coffee spoona - 
W.K, vanderslice Co.» c. 1890, "M" 
cbased * 
Set of 9 sterling P/H spreaders - 
Reed & Barton fron Vanderslice c. 1890, 
*«K** chased 



of 

1984 
ACV 



24. 



25. 



26. 



27. 



28. 



29. 



Set of 6 sterling large coffee spoone - 
c. 1900, Art Nouveau floral, "K" chased 

30 piece set of sterling flatware - 
Reed & Barton, "M" chased, gadroon: 

18 teaspoons 

12 cocktail forks 

Set of 12 sterling ice creaa scoops - 
c. 1890 

Varioua sterling flatware and serving 
piecest 

Large 5 tine serving fork - 
Reed & Barton » **M** chased 

Urge fish side server - 
Reed & Barton » "M" chased 

5 piece set - Shreve c, 1900. 
chased, spiral gadroon: 

Scoop serving spoon 
Spade serving spoon 
Pish server 

Gravy ladle - Whiting, beaded. 

"M» cbaaed 

Sugar/eweeta spoon - Gorhaa 
c. 1800, 

Sterling ■aster spreader - 
Shreve c. 1900 

Pinner fork - Wb. B. Durgin Co. 
prior to 1905 
2 teaspoons 
1 P/H spreader 



180.00 

180.00 
120.00 



270.00 
160.00 

240.00 



65.00 
65.00 

100.00 
100.00 
80.00 

80.00 

4C.00 

50.00 

55.00 
50.00 
20.00 
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Appraisal Annex - Pagt 5 
Property In tbt Hoover House obtained as part of 
the Estate of Alice Meyer Buck on October 1964. 



30, 



31. 



32. 



Description acV 

Set of 21 Lenox porcelain soup plates - 

narrow encrusted gold rlB | 210,00 

13 piece Japanese porcelain tea set - 
nille fleur» some wear: 

Octagonal platter 

4 dessert plates 

Covered sugar bowl and pitcher 

4 eggshell porcelain large 
cups with 4 saucers 

Total 75.00 
Wood folding ladder chair - c. 1920* 

30*Sf front lege fold to fora steps 15.00 



Totals - 

Silver 
Other Items 



Appraisal total 



$ 10,205.00 
300.00 

t 10,505.00 



RalpV I. Norling a9s.A. 
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-JKANSNmAL OP OCrARTHCKTAl. r/rf.l.FCTZOMS 
to CAtHiKK 



Paet, n/xe/sf 



_Aecottnt 



llomni Op*f tlQM 7 .m 002 >4610 



Account; »ui>hy< 



A ttt# eoBpittt A2->di|lt 4ecoui)C iiuabtr 



Totali 



*»owt 



1814.00 



1384.00 



For pftyMQt of I 

KKturnti urnt purchfttitd At Toi C»to« ?oreh. rieat* dtpeilc into 
the 4uentiTic ut«i for oticlaAl p«yu«Mi. 



:h«clco 




Cuffioncf 




:oin 




roi«i 


$1264 



--Nr."-*** 




(2) ^1^0 I -rtvi6t Tm« to b« coffpwted by departMiii. 
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15 213 



I.13M 



13 441 



13 444 
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Additional Information about the Urns 



After the hearing, Stanford inquired further about the urns and 
determined the following: 

When the urns were purchased in October of 1987, they were entered 
into the books as capital items, and therefore only depredation was subject to 
inclusion in the indirect cost pool. When the urns were returned in 
November of 1987, however, the total amount of the urns was credited to an 
operations accoimt, not a capital account. The result of this error favored the 
government; the indirect cost pool, in part allocated to the government in 
FY1988, included one-year*s depreciation of the urns (or $128) and an off* 
setting credit for the entire amount of the urns ($1,284). Stanford's indirect 
cost shidy for FY1989 has not yet been submitted, and it will contain no 
charges for urns. 

in November, 1988, one yeor after the urns were returned, they were 
re-purchased from Los Gatos porch for $1200. The purchase was made during 
fiscal 1989, a year for which the indirect cost submission has not been made. 
No portion of the repurd\ased urns was ever charged to the government, and 
02 portion will be charged in the future. 

Note of correction: Chairman Dingell's opening statement mentions 
"a pair of George U lead urns at a 'special price* of $12,084." The price was 
$1,284 Including tax (not $12,084, as indicated by Mr. Dingell). 
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jlanford University / 

OmOB OF Tl le CONTROOeK 

March li 1991 
Oort«n En9 

Ctn«ral Accounting Office 
1279 Market St., Sta 900 
San Francisco, OA 94103 

Subject: Cantannial Costs 

Dear Doraan, 

Xt is with graat apologias that Z finally raspond to your 
oral raquast of 11/30/90 regarding hov tho Cantannlal costs vara 
treated and whether they were for fund raising. As X orally 
responded to you, the lOOtb Anniversary of the founding of a non- 
profit organisation like the university provides a tise for 
celebration and reflection on the past and future ae veil as an 
opportunity for fund raising* Centennial Activities are being 
coordinated by tvo offices at Stanford University: 

The Office of Development - for fund raising purposesi and; 
The Public Affairs Office - for celebration and profeisional 

seminars. 

In revieving hov ve handled the Centennial costs, it is 
complicated in that nev information requires changes going both 
vays. Z have identified the accounts in vhich Centennial costs 
are collected, hov they vere handled and hov they should have 
been handled* 

Th^ Office of Development 

The Office of Developse costs are contain^ in account 
STAC006 and tTX. The tTX accounts vere opened in rra9, are all 
for fund raising and vill be treated ae unallowable* n^e STAC006 
account was opened in FYS?* No coats vere incurred in this 
account in n%l and therefore it did not have to be handled in 
the cost study for that year. 

Based on the information provided to us at the time we vere 
computing the actual costs for PYOS, all of the 8TA accounti 
(including 8TAC006) were considered 55% allowable. Upon re- 
evaluation, OOD determined that the expenses in STACOOtf should be 



fl«jJbt<GA.9OQM0ai 

nioM(4U)n5-itfi 
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Oor««n tnq , ' 
e«n«ral Accountln? Offle* 
March 7, 1991 

*.^^m¥mA mm fund ralslna costs and axdudad; and further that 
SnlJ thi "MlnlnS m's («(ciMfllM «TACOo«) should b« 

SiiLabla? With this adjustiant, tha allowabla FYtt costs for 
thi JtA sirlai of account, should b« $420,311 rathar than tha 
Si o'INa* " •hown on tha rf cost study. Tha calculations for 
this aSjuataant ara shown on tha attachaant. 

Coats of tha Cantannlal ara in SOAAOOt in tha Offlca of 
Public Affairs. Costs ara incurrad in this account to 
o^iSorata and calabrata Stanford's history and focus on its 
cowamorata ana p,o,,„ional sa.inari vhara faculty 

aharl rasaarch f indinas with othars and diaeuss nav 
r2S5«2h oSSrtSnitiai. Xn f?t7, tha first yaar in which coats 

iScureid; this account was axcludad froa tha 0 * A pool; wa 
iSS no munition for tha adjustaant. In FYtt, tha costs vara 
i!?fc in! xn raviawlng tha purposa for tha coats, wa concluda 

irm allowabla and allocabia. Tharafora, an adjustaant to 
Sinatlt/tha SoMOOt costs for rfl in tha aaount of $461,129 
should ba aada. 

Call aa if you hava furthar quaations. 

Sincaraly yours, 

^>^anat 

Assistant controllar 

J08!kS 

CO I l<. Horton 
0. zuBwalt 
O. Xidan. DCAA 
r. Raad 
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Office of D«v«lopB«nt Adju0tm«nt 
for 8TAC006 Centennial Costs - FYSS 



Per 

Coet dels 



Corrected 
Adjuetaent 

for tTACOoe 



Total 8TA costs 

Less 8TAC006 

Adjusted 8TA 

Less Equipment 
Less subsistence 

Net 8TA costs 



$li982«728 



l|982,7a6 



(28,365) 



91,982,728 

(924,459) 

1,058,267 

(539) 
(6,951) 

1-050.777 



Allowable percentage 
Allowable 8TA costs 



55*00% 



40.00% 



Addendum to March 7, 1991 Letter 
of Explanation about Centennial Costs 

omc^ tfZ!^ ^\^T' ^' Seanford has deeermined to treat 

Office of Development Centennial costs as unallowable fundraising. 

Pt.KHr??^"!^'?^'^ f^S"^ *^ ^''^ that the Centennial costs for the 
iWr^ •''^^•We' « these costs were 

mcurred to commemorate and celebrate Stanford's history and foc^s on its 

P«>^«*«°»*1 »««inars concerning research SinS the 
March letter, however, Stanford has decided thatlv^though S y 
anowable, we should withdraw these costs as inapproprUte to SZ in a 
cost pool <*"8fd ion part to the government. Tile amount of the cSs 
withdrawn is $461,129, and of that amount $105,600 waf allocated tT 
government organized research. Stanford will reverse its a^SSn^nt to the 
carryforward for that amount and adjust for similar costs in FY88 The 
university will provide the details of these adjustmeSS to oSfand [^^ 
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FINANCIAL RESPONSIBILITY AT UNIVERSITIES 



THURSDAY, MAY 9, 1991 
House of Representatives, 

COMMnTBB ON EnEROY AND COMMDrtCE, 

Subcommittee on Ovebsight and Investigations, 

Washington, DC. 

The subcommittee met, pursuant to notice, at 11:05 a.m., in room 
2123, Raybum House Office Building, Hon. John D. Dingeli (chair- 
man) presiding. 

Mr. DiNOELL. The subcommittee will come to order. 

Under the rules of the House of Representatives, this committee 
and its Subcommittee on Oversight and Investigations have specific 
jurisdiction over a number of matters; very specifically, biomedical 
research and development. This includes, specifically, research at 
universities. 

On March 13, 1991, the subcommittee held the first of a series of 
hearings on universities mischarging and overcharging the Federal 
Government for scientific research. In that hearing, the subcom- 
mittee learned that Stanford University had charged taxpayers for 
everything from luxury yachts to 19th century Italian antique 
fruitwood commodes. 

In fact, we heard testimony that Stanford may have overcharged 
the Government by as much as $160 million to $200 million over a 
10-year period. We also learned that the Agency with oversight re- 
sponsibility, the Office of Naval Research, was diligently asleep at 
the switch. 

There have been significant developments in the matter of Stan- 
ford and its research and research bnlings since our last hearings. 
Through the excellent work of Mr. Paul Diddle, the Navy's admm- 
jp'rative contracting ofiicer at Stanford, and the aggressive audit- 
ing of the Defense Contract Audit Agency— and commendations 
should be extended to both Mr. Biddle and the DCAA— and coupled 
with the renewed support of the Director of the Office of Naval Re- 
search in late April, the Navy cut Stanford's 1991 overhead request 
by $28 million. 

This means that $28 million more, in this one instance alone, can 
be spent on productive scientific research, rather than on overhead 
which goes to luxury items and matters not properly covered by 
Government regulations and by authorizations for research. 

I should also mention that the Government has just received a 
check yesterday from Stanford for $924,517 as an initial repayment 
for overcharging the taxpayers for a wedding reception for the 
president, LakeTahoe receipts, and enlarging the president's bed. 
Although this is but a downpayment on what Stanford owes for 10 
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years of overcharging and mischarging» it is clearly a step in the 
proper direction. 

Very generally, it appears now that both the Government agen* 
cies with research oversight responsibility and the universities 
have gotten the message that there are limits to the tolerance of 
the taxpayers. I believe that the universities now understand that 
this is a now day and that all the overhead charses they make to 
the Government must relate to Government-funded research, 
rather than merely support for a countiy-club lifestyle, and I be- 
lieve that the Government audit agencies are now moving aggres- 
sively to see that this is done. 

It is my hope that the Government granting agencies, the agen- 
cies that authorize the expenditures of these public funds, will also 
have gotten the message and will see to it that proper cooperation 
is extended to the auditors, oo that all may work in harmony to see 
to it that research is properly funded, that the taxpayers' concerns 
are considered, and that the broad public interest is well served. 
That will help us to assure that proper scientific research is prop- 
erly funded according to the intentions of the Congress and accord- 
ing to the provisions of law. 

Since the March hearing of this subcommittee, there has been a 
flurry of activity on the audit front. I said, in that hearing, that we 
expected universities from across the country to scrub their over- 
head charges. That process has begun. This subcommittee sent let- 
ters to 56 of the largest research universities askixig about their 
plans in the aftermath of the subcommittee's hearings. The vast 
mcgority of those universities indicated that they had internal 
audits underway, most of them identifying significant unallowable 
and unreasonable charges to the Government. 

I applaud what the schools have done, and I commend them for 
it. They have taken initiative, which is proper, to clean up their 
charges and charging practices before the audits begin. For exam- 
ple, Harvard Medical School deserves credit for initiating an inter- 
nal audit 2 months before the Stanford hearing. Other schools, like 
MIT, have conducted no audits but have voluntarily pulled out em- 
barrassing charges as the Government auditors asked for the 
records. 'Hiat is also to be commended. 

We will now look to see not only that the process of auditing pro- 
ceeds but that the Government agencies responsible for these ex- 
penditures will carry out their responsibilities by commencing to 
change their regulatory and their staffing practices to assure that 
the abuses which the subcommittee has so far uncovered will not 
be repeated but also to lend a measure of public confidence that 
they will carry forward their responsibilities in a more suitable 
an(f appropriate and regular fashion. 

Government audit agencies have been energized. Shortly after 
our hearing, the Navy announced that it was asking DCAA to 
audit all of the 41 universities it oversees. This is to be commended, 
especially since many of these universities have been barely audit- 
ed, scarcely audited, or not audited. In addition, the Department of 
Health and Human Services announced that it was directing the 
Inspector General of HHS to audit 20 of its largest schools by the 
end of the fiscal year. 
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The hearing today will focus on the status of the audits and on 
interim findings which have come forward since the last hearing, 
and the Chair should observe, at this point, that this is not the last 
of the auditing nor is it the last of the hearings. 

I will observe that, although it is true that early HHS and DCAA 
audits have not found yachts and fruitwood commodes, we have 
found a number of interesting things. Taxpayers have been paying 
for the expenses of a radioactive cadaver burial ground. They have 
been paying for executive jet services. They have been paying for 
trips to the Grand Cayman Islands for the wife of the university 
president. They have paid for a trustee's retreat at Palm Springs— 
that included cigars— and high legal fees to defend universities in 
Government investigations of wrongdoing at the universities. 

The Chair should cite just a few examples of these charges, so 
that taxpayers can better understand what some of our mcjor uni- 
versities have been charging as the necessary costs of doing Feder- 
al scientific research. 

Taxpayers were charged for the following items, amongst other 
things, at Dartmouth University, a great school of higher learning 
in the northeast: the operations and maintenance costs of what 
some believe is a haunted farmhouse, where radioactive cadavers 
and test animals are buried; some $20,4S^ for the chaufifeuring of 
the president and his wife; travel expenses for the trustees, who do- 
nated their travel and have not received reimbursement; operation 
and maintenance costs for a building storing canoes and kayaks 
and a building used for potteiy classes, as well as legal expenses to 
fight a U.S. Justice Department antitrust suit, a private antitrust 
suit, and a wron^ul death suit involving a student. 

Duke University charged the taxpayer for various expenses at its 
art museum, $3,780 for shipping and exhibition, $2,000 for putting 
ti^ether another exhibition, $1,890 for conservation services and 
housekeeping at the museum. 

At MIT, taxpayers were charged for framing work at the MIT 
art museum, significant charges at a local jewelry store, a $4,655 
contribution to the Museum of Fine Arts, the dues of the president 
at the Cosmos Club, and a $951.46 item for the deputy treasurer's 
trip to the Barbados, and the salary of the president's cook. 

Another curious matter at MIT was its library study that sup- 
posedly justified charging 49 percent of its library costs to the tax- 

Eayers. The subcommittee staff, in a review, discovered that MIT 
ad failed to include its undergraduates in the calculations. DCAA 
proposed dropping the rate to 34 percent, saving $1.5 million. The 
subcommittee staff then discovered that the Navy official who had 
approved this study, clearly flawed, had shortly gone to work with 
who? Guess. MIT. 

At Cornell University, the taxpayers were charged for the con- 
struction of the new Cornell University club building in New York 
City, and in 1988 alone, $6,000 of charges at the Herman Weimer 
Vineyard and over $1,000 at Steuben Glass for wine glasses, pre- 
sumably to drink this expensive wine; dinner at Mad N^rvin's Sea- 
food and payment of the president's library fines. 

To top it off, the taxpayers were charged over $25,000 for the 
president to travel by chartered aircraft. The explanation? The 
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president is a tall man» and he is uncomfortable in commercial air* 
craft. 

For too long, Federal research funds have been treated as a cash 
cow for the universities. Auditing agencies have to be more vigilant 
in their oversi£[ht of indirect coste, and funding agencies have to be 
more vigilant in their oversight of both direct and indirect costs. 

It must be observed that no clear pattern of behavior is defined 
by Federal rules and regulations and that there is no clear indica* 
tion of proper behavior either to auditors or to the university from 
the agencies charged with making the grant. 

This committee intends that abuses will end. They must end, and 
they will end. Taxpayer dollars must be used to support research 
not receptions and scientists not sailors. 

There is a great need for proper support of education. There is 
special need for support of our colleges and universities, and I have 
always supported such expenditures. 

There is a great need for seeing to it that science is properly sup- 
ported. There is also a great need to see to it that the public has 
confidence both in the support and in the process and can have sat- 
isfaction that its Government is acting to see to it that its moneys 
are properly spent. 

The Chair recognizes the distinguished gentleman from Virginia, 
Mr. Bliley, for an opening statement. 

Mr. BuLEY. ThanK you, Mr. Chairman. 

On March 13 of this year, this subcommittee held its first hear- 
ing on the practices that a particular university, Stanford, had 
used in determining the indirect cost of performing research for 
the Federal Government. What we saw was not a pretty picture. 

Stanford had included the cost of such items as improvements to 
the president's house, the administrative costs of operating a uni- 
versity-owned shopping center, and most notoriously, depreciation 
on its yacht in the pool used to calculate the indirect costs of doing 
research for the Federal Government. Though Stanford offered var- 
ious excused for the expenses being includfed in the indirect cost 
pool, the persons who attended that hearing would have very little 
confidence that the system was working properly at Stanford. 

Today, the subcommittee has before it representatives of two 
Government agencies that ccntract with universities to perform 
billions of dollars of research. Also present will be the agencies 
with audit cognizance. 

The subcommittee will be interested in learning what has been 
done in the 2 months since the first hearing was held. We have 
learned that many universities have begun conducting self-exami- 
nations and have, as a result, withdrawn previously-submitted bil- 
lings in the hundreds of thousands of dollars. 

While this development is welcome, we must be sure that we 
learn what was in those withdrawn billings, since they should give 
us a clue as to the nature of the accounting system that permitted 
such billings in the first place. 

I would also note that, in the withdrawal of these billings, I 
haven't seen any forthcoming attitude about paying interest on 
that money that was billed for previous years. 

Wouldn't we all, as taxpayers, like it if, when the IRS sends us a 
letter that we owe them more money, that there was no interest or 
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penalty for such underpayment of previous years' tax bills? These 
are things that wf will want to consider as we pursue this. 

In addition to tae internal audits and reviews being conducted by 
the universities, the cognizant audit agencies have been conducting 
reviews. We should find out what these audits have discovered 
about the practices of universities as they place items in the indi- 
rect cost pool. 

Our hearing in March showed that lack of adequate audit over^ 
sight had been partially responsible for the appaUing situation at 
Stanford. From the Office of Naval Research and the Department 
of Health and Human Services, we seek to learn how all this activi- 
ty has affected the indirect cost rates being charged to the Federal 
Government by the universities. 

Have these indirect cost rates come down from the stratosphere? 
Have universities caught red-handed placing inappropriate items 
in cost pools been willing to live with more appropriate indirect 
cost rates, or has their attitude been one of defiance in an effort to 
find other items they can claim should have been placed in the cost 
pool? 

Finally, we need to learn if there exists any potential legislative 
solution or assistance to this problem. Last Tuesday, the Subcom- 
mittee on Health and the Environment placed a 26-percent cap on 
the administrative expenses of universities doing research for the 
Federal Government. 

I supported this measure but with reservations, especially since a 
cap could become a de facto target at which universities might take 
aim. I hope that our witnesses can instruct us about the possible 
implications of such a cap and help us understand how the Con- 
gress might be helpful. 

Mr. Chairman, 1 commend you for your diligence in pursuing 
this matter and look forward to hearing from our witnesses today. 
Thank you. 

Mr. DiNOBLL. The Chair thanks the gentleman. 
The Chair recognizes now the distinguished gentleman from New 
York, Mr. Lent. 

Mr. Lent. Thank you, Mr. Chairman. Earlier this year, this com- 
mittee held a hearing that has continued to be a m^or topic of con- 
versation, both on and off Capitol Hill. Wherever I ffo, people ques- 
tion me about the Stanford hearing, asking if we h^ve uncovered 
further abuses by universities receiving research fundi^^g. We'll 
find that out today. 

Subsequent to this subcommittee's initial investigation, other 
universities have taken the initiative to look at their books to see if 
they had overcharged or improperly charged the Government. To 
nobody's surprise, they had, because when no one is looking over 
your shoulder, it's easy to pad a bill just a little bit. 

When it becomes apparent that your bill is going to be examined 
with a ffae tooth comb, you're extra carefUl to ensure that every- 
thing is in order. So, we see that Stanford has voluntarily with- 
drawn $700,000 in previous billings, while others have followed 
suit; MIT, $731,00, Cal Tech, $500,000, the same at Harvard Medi- 
cal School; Cornell, $310,000 and more than half a million at Wash- 
ington University. 
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At Dartmouth, the university has just withdrawn chaises for the 
president's chauffeur, a political forum on South African invest- 
ment» as well as lawsuits against Dartmouth all^fing that the uni- 
versity had practiced racial discrimination and had violated Feder- 
al antitrust statutes. Ym glad that these universities have respond- 
ed promptly so that they may slowly begin to restore the puhlic's 
faith and trust. 

But this is only the b^inning. I view our progress so far in terms 
of a poker game. The universities have ^ust anteed up, and now the 
real game b^ns. The difficult negotiations, the tough scrutiny and 
painful decisions of allocating scarce research dollars still lie ahead 
of us. 

We must remember, however, that this is not a game, not a 
game played with Monopoly money. Each year, the Federal Gov- 
ernment spends more than $9 billion in research grants. Indirect 
costs eat up $2.5 billion of that total. \ 

The Stanford hearing outlined flagrant abuses of the taxpurers' 
dollars, and subsequent investigations indicate that these pbuses 
were not Stanford's alone. We must continue to pursue this toatter 
until we are satisfied that Federal funds are Ming spent wisely. 
Then and only then will the public's faith be restored. 

I must commend you, Mr. Chairman, for your leadership in ex- 
posing this problem and for moving swiftly to resolve it. There are 
no partisan di^erences on this issue. All -of our constituents are 
taxpayers and they are outraged that th^'re paying for floral ar- 
rangements and ski weekends while the Federal Government runs 
unprecedented budget deficits. 

Thanks to you, Mr. Chairman, and the work of this subcommit- 
tee and its very competent staff, this mess is b^(inning to be 
cleaned up. I just hope that America's universities realize that 
we'll be standing by with our brooms to make sure that they clean 
it all up. Thank you, Mr. Chairman. 

Mr. DiNGBLL. The Chair thanks the gentleman. The Chair does 
agree with the gentleman that there's been no partisanship in this 
matter, nor will there be. The Chair recognizes my good friend 
from Colorado, Mr. Schaefer. 

Mr. Schaefer. I thank the chairman. I do not have an opening 
statement formally, Mr. Chairman, but I would just like to echo 
what the gentleman, the ranking member from New York has said. 

I certainly applaud you for delving into this subject. Some of the 
items that you and the ranking member mentioned as far as being 
funded by taxpayers is just something that amazes, I think, every- 
body out there, mcluding Members of Congress. I would hope that 
we continue to investigate this and delve into some of the solutions 
that are going to have to be made. I thank the chairman. 

Mr. DiNOELL. The Chair thanks the ffentleman. Our first panel is 
composed of the Honorable Kevin E. Molev, Assistant Secretary for 
Management and Budget, Department of Health and Human Serv- 
ices; me Honorable Richard P. Kusserow, Inspector General, De- 
partment of Health and Human Services, Mr. Gary M. T&lesnik, 
Director of Grant and Contract Financial Management, Depart- 
ment of Health and Human Services. We also welcome you, Mr. 
Roslewicz and we thank you for being with us, also. 
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The Chair advises you, gentlemen, as you well know, that the 
practices of the committee are that all testimony is received under 
oath. Do any of you object to appearing under oath? 

[Chorus of no's.] 

Mr. DiNQELL. very well, if you have no objection to appearing 
under oath, the Chair notes that copies of the rules of the House, 
rules of the subcommittee and rules of the committee are there 
before you to inform you of limitations of the powers of the com- 
mittee, as well as your rights as you appear here. 

The Chair advises that it is your right, since you are testifying 
under oath, to be ad^/ised by counsel. Do any of you so desire? 

[Chorus of no's.] 

Mr. DiNGRLL. Very well. 

[Witnesses swom.j 

Mr. DiNGBLL* Gentlemen, you may each consider yourself under 
oath. We will recognize you first, Mr. Moley, for your statement, 
then Mr. Kusserow and the other of you gentlemen in such order 
as you choose. 

TESTIMONY OF KEVIN E. MOLEY, ASSISTANT SECRETARY FOR 
MANAGEMENT AND BUDGET, DEPARTMENT OF HEALTH AND 
HUMAN SERVICES, ACCOMPANIED BY GARY M. TALESNIK, DI- 
RECTOR, OFFICE OF GRANT AND CONTRACT FINANCIAL MAN- 
AGEMENT; AND RICHARD P. KUSSEROW, INSPECTOR GENERAL, 
ACCOMPANIED BY THOMAS D. ROSLEWICZ, DEPUTY INSPEC- 
TOR GENERAL 

Mr. MoLBY. Mr. Chairman, I would ask that my full statement 
be entered into the record. I would like to provide a brief summary 
of that statement, if I may. 

Mr. DiNGELL. That would be entirely appropriate, and we will 
recognize you for that i>urpose. 

Mr. Moley. Mr. Chairman, the subject of your hearing today is 
one which has received a great deal of attention in recent days and 
months. Most importantly, actions are being taken to deal with 
problems in the current process and to focus on longer range solu- 
tions. 

Speciflcally, the following actions have been taken to strengthen 
the current system: First, with the concurrence and support of 
Health and Human Services and other involved agencies, 0MB has 
announced on April 22, new policies aimed at stopping some of the 
speciflc abuses arising from application of the current rules in Cir- 
cular A-21. This is an initial step and more other interim steps, as 
well as comprehensive reforms to indirect cost policy are being con- 
sidered. 

Second, increased audits of indirect costs are being made by both 
Federal and non-Federal auditors. The Inspector General has a 
number of such audits currently underway. Also, 0MB, under Cir- 
cular A-133 guidelines, will require non-Federal auditors to give 
substantially greater attention to this area than in the past. 

Third, on April 10, the Inspector General, in cooperation with 
this committee and my ofHce, issued a s^ial notice on this subject 
to the presidents of the TneAor universities under HHS cognizance, 
approximately 120 schools. This notice urged the chief executives of 
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these institutions to review their procedures to ensure that only al* 
lowable costs are included in their indirect cost proposals and to 
advise the Department if the review found any unaliow/ible costs. 
Feedback from the field indicates that most of the institutions are 
in the process of conducting these reviews. 

Four, improvements are being made in our indirect cost negotia- 
tion operation. These include consolidation of our negotiation of- 
fices, issuance of a comprehensive guide for reviewing university 
indirect cost proposals, and the use of specialized consulting serv- 
ices to aid the negotiators in their reviews of certain parts of the 
proposals. 

Finally, from a longer term perspective, Dick Kusserow, who is 
our Inspector General, our NIH Director, Eh*. Bemadine Healy, and 
I have formed a working group to examine the entire problem of 
the cost of research, including the spectrum of issues related to in- 
direct costs. This ^up has b^n its work and has agreed upon its 
basic operating principles. 

These developments are a reasoned approach to change in this 
most important area. Collectively, I believe they will result in real 
improvements in the way we do business. I appreciate this opportu- 
nity to appear before the subcommittee ana I will be glaa to re- 
spond to your questions. Thank you, Mr. Chairman. 

[The prepart"^^ stateirient of Mr. Moley follows:] 

Statement of Kevin E. I/Ioley, Assistant Secretary por Management and 
Budget, Depai tmbnt of Health and Human Services 

Mr. Chairman and Members of the Subcommittee: I am Kevin E. Moley, Assistant 
Secretary for NIanagement and Budget. 

I am pleased to be here to discuss my office's role in indirect costs. This subject L 
of particular importance to the Department since indirect costs represent almost a 
third of the total costs of the Department's research ^ants. Additionally, from a 
broader perspective, we are responsible for negotiating indirect cost rates on behalf 
of all Feideral agencies fc: the vast megority of colleges and universities receiving 
Federal research f\inds. HHS therefore has a mcgor role in assuring that the indi- 
rect cost process works effectively. 

I hope that some general background information on indirect costs will be useful. 

Indirect costs (also called "overhead") are the costs institutions incur for adminis- 
trative and supporting services which cannot be identified to individual research 
projects or other programs. Although these costs cannot be identified to specific pro- 
grams, they are nonetheless allocable to certain operations of the institution and 
the performance of its programs. 

Typical examples of indirect costs include the salaries and expenses of the institu- 
tion's top manaffement: financial and administrative services, such as accounting, 
purchasing and facilitieu; depreciation on buildings and equipment; etc. 

Federal programs pay a share of the institution's overall indirect costs. The 
amount is determined by a cost allocation process that measures the portion of the 
indirect costs that are allocable to Federal pro-ams. The end product of this proc- 
ess is an indirect cost rate. For example, if an indirect cost rate for research pro- 

iframs conducted by a university is 50 percent of total direct costs, this means that 
or every dollar of direct research costs the university receives it also receives 50 
cents for the indirect costs allocable to the programs. 

0MB issues guidelines (called "cost principles") on how indirect cost rates should 
be nes^otiated and what costs are "allowable.'' In the case of colleges and universi- 
ties, these guidelines are in 0MB Circular A-2L Similar guidelines nave been issued 
for other types of organizations, such as State and local governments and other non- 
profit organizations. 0MB Circular A 21 was last revised by 0MB in 1986 and was 
initially published in 1958. 

The ratio of indirect costs to direct costs was 46.4 percent for NIH research grants 
awarded to universities in ftscal year 1990. This ratio has been relatively stable for 
a number of years (in 1986, it was 46.2 percent). In dollar terms, the indirect costs 
awarded to universities under NIH research grants in fiscal year 1990 were approxi- 
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mately $1.25 billion. An exact Government-wide amount is not available, but is 
likely in the range of $2 to $2.5 billion. 

With that SB background, I would now like to discuss how indirect cost rates are 
computed and negotiated. 

In addition to the government-wide cost principles established in A-21, 0MB has 
also established a s^tem for review and negotiation of indirect cost rates with uni» 
versities. Under this system, each university is assigned to a single Federal agency 
which performs the function. The agency responsible for this function is referred to 
as the ^'comizant agency." The resultant indirect cost rate that is negotiated is then 
used by all Federal agencies. As I noted earlier, HHS is responsible for most of the 
inAtitutions, although some of the migor schools, such as Columbia, Stanford, and 
Mrr, are assigned to the Department of Defense. 

Negotiations of the rates are based on indirect cost proposals the institutions 
submit to the cognizant agency. These proposals detail the allocation of each indi- 
rect cost component to the institution's mc^or ftinctions-^primarily, research, in- 
struction and public service. Then the total amount of indirect costs allocated to the 
research function is divided by the direct costs of the research to compute the indi-^ 
rect cost rate. For example, if $12 million of indirect costs are allocated to the re- 
search function, and the direct costs of the research are $20 million, the indirect 
cost rate would be 60 percent. Similar computations are made to determine the indi- 
rect cost rates for the other functions of the institution. 

llie indirect cost proposals submitted by the institutions are reviewed and negoti- 
ated by the cognizant agency. HHS' system for doing this involves a staff of cost 
negotiators located in Washington and in our regional ofTices. They specialize in re- 
viewing and negotiating indirect cost proposals. All of our negotiators are profes- 
sional accountants, and the senior people who handle the larger cases have many 
years of experience in evaluating and negotiating indirect cost rates. The reviews of 
proposals from the m^or institutions frequently involve a site visit to evaluate cer- 
tain aspects of the proposal on-site, and, in some cases, may involve an audit of the 
proposal. 

The negotiations are conducted with financial officials of the institutions, such as 
the controller or vice-president for finance. Most of the negotiations ultimately 
result in an agreement on the rate between the Department and the institution. If 
an agreement cannot be reached, the Department will issue a unilateral notice and 
the institution would then have the right to appeal under our appeals regulations. 
The final administrative appeal authority in rlHS is our Departmental Appeals 
board. If the Board rules against the institution, it has the right to go to Federal 
court; but this is rarely done. 

The basic process for determining indirect cost rates has evolved over a number of 
years. As with any system, there are areas where improvements could be made. In 
this regard, the Department has initiated several actions to strengthen the current 
system. 

First, at the request of the Secretary, Dr. Bernadine Healy, Dick Kusserow and I 
have jointly formed a top level working group to examine the cost of research. 
Prime among our focus areas is the entire spectrum of indirect costs issues and 
their relation to direct costs and the ultimate cost of research as directed bv the 
House and Senate Appropriations Committee for fiscal year 1991. The new NIH Di- 
rector is reviewing a draft cost management plan. Our work on indirect costs will 
complement that effort. 

Second, increased audits of indirect costs will be made by both Federal and non- 
Federal auditors. The Department's Inspector Creneral has a number of audits and 
reviews of indirect cost underway. These focus on an institution's cost proposals and 
support the indirect cost ne^tiation process. As part of this effort, the IG will audit 
individual expense transactions to ascertain the extent of problems similar to those 
found at Stanford. Also, 0MB has guidelines currently under development which 
will require non-Federal auditors to give further emphasis to this area. 

Additionally, over the past few years, we have initiated a number of improve- 
ments to the Department s indirect cost negotiation operation. These initiatives in- 
clude: 

—A consolidation of our negotiation ofHces; 

—The iss unce of a comprehensive guide for evaluating university indirect cost 
proposals; 

—The use of special team reviews of proposals from certain major institutions; 
and 

—The use of specialized consulting services to assist the negotiators in their re* 
views of certain technical aspects of proposals. 
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The consolidation of our re^onal n^tiation offices is expected to signiflcantly 
strengthen the n^otiation activity since it will provide a broader level of expertise 
in each office. This is needed to effectively handle the wide range of cost proposals 
the negotiators are required to review and negotiate. This consolidation was an- 
nounced in 1989 and will be fuUv implemented by the end of this fiscal year. 

The guide for evaluating university indirect cost proposals was completed last * 
summer. It further refines and directs the special team reviews which were begun 
in 1986. Both are also designed to strengthen the quality of the reviews and negotia- 
tions conducted b^ the negotiators, especially for the larger, more complex cases. 

Finally, we are m the flnal stages of contracting for specialized consulting services 
to aasist the negotiators in evaluating certain technical areas that impact on the 
allocation of indirect costs. Services are being sought for actuaries, statisticians and 
engineers. For example, the use of engineering consultants will strengthen our scru- 
tiny of studies allocating utility costs between research laboratories and classrooms. 

That concludes my prepared statement, Mr. Chairman, i hope it was useful to the 
subcommittee and will be glad to respond to any queblions you may have. 

Mr. MoLEY. Td like to add that I have with me, on my left, Mr. 
Gary Talesnik, a distinguished career official of our Department, 
who is the Director of our Division of Cost Allocation. Thank you, 
sir. 

Mr. DiNGELL. We do welcome you. We thank you very much, Mr. 
Secretary. First of all, I thank you for your very helpful statement. 
The Chair does note that as we go through these matters, we will 
be, of course, looking for the development of a continuing policy 
within the Agency mth regard to these expenditures. 

At a further time, we have a hearing which will be very much 
focused on that particular matter as we proceed. Mr. Kusserow, we 
are happy to welcome you. 

TESTIMONY OF RICHARD P. KUSSEROW 

Mr. KussBROW. With me is Thomas Roslewicz, our Audit Direc- 
tor for HHS. I want to thank the committee. In particular, if you 
will look on page 14 of our testimony, you will see that suddenly 
we're having an early engagement with universities, that suddenly 
we're having a lot of them come forth with suggestions as to how 
they might reduce their own indirect cost pools. 

I will tell you that that is unique in my experience of 10 years as 
the Inspector Greneral for the Etepartment. I do not think it's un- 
coincidental to the hearings that you hr. i on Stanford that this has 
occurred. Indeed, I think we are also evidencing the results of this 
committee, and for that, I thank you very much. 

With your permission, Td like to, as with Mr. Moley, subuiit my 
full statement to the record— it's rather lengthy— and perhaps just 
highlight a few points. 

Mr. DiNGELL. That would be entirely acceptable, and you may 
proceed in that fashion. 

Mr. Kusserow. Mr. Chairman, Federal funding for science at col- 
leges and universities is approaching $10 billion a year, of which in 
excess of a quarter of a billion dollars now goes for indirect costs or 
unallocated overhead. The remaining money goes for direct re- 
search costs. 

Audit and cost negotiation responsibility, as you have pointed 
out in your opening comments, is really the cognizant that is as- 
signed the responsibility for tne institution. Of the 276 colleges and 
universities that receive the lion's share, 96 percent, of Federal 
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funds^ 39 are under the cognizance of the Department of Defense 
and the balance, 237 are assigned to our Department, 

Over the years, we have raised serious concerns about the 
amount of Federal funding that is being diverted to indirect costs 
at the hosting school. As you pointed out again, every dollar that 
goes to the unallocated overhead or indirect costs, is one less dollar 
that's used for direct research. We're saying we have one pot of 
money and it's a question of how you divide that pot up. Every 
dollar going for overhead at the university is one less dollar that 
goes to direct research. 

Sometimes in the discussion with people from the universitv 
community, they seem to fail to recognize that is the end result. It 
seems to me that — and just making an overview comment-— there's 
a underlying irrationality about the way we are doing business 
with the universities that host Federal Government sponsored sci- 
ence. 

The original collegialit}r that was behind the funding of science 
was to involve three parties — scientists who do research, universi- 
ties that would host that research, and the Federal Government 
that would underwrite that research. Somehow, that is not the way 
it's working today. We actually have four parties. 

We have the scientists commg for approval for new proposed re- 
search, and then somehow we have a new team that comes in that 
are unconnected and that are the accountants, auditors, to try to 
determine separately what the indirect cost rates should be for the 
hosting institution. What we, in fact, have now, it seems to me, Mr. 
Chairman, is a full employment act for accountants, auditors and 
lawyers. 

Tm not sure that this is really what was originally intended. The 
whole process really takes on a sense of gamesmanship here. That 
is, and you heard it at your Stanford hearing when you had the 
auditor for Stanford suggest that, of course, they advise their cli- 
ents to get as much as tney can in the indirect cost pools. That's 
the way— that's good accounting. 

That may be good accounting, but the question is whether that is 
^ood public policy. As Mr. Moley had indicated, the Department 
has a task force that involves the— for Management and Budget, 
ihe Director of NIH and the Inspector General. We're just trying to 
review the relationship that we have with these parties and to see 
if, in fact, we can find a better way in the future to do business. 

However, currently, the audit oversight of universities is gov- 
erned by 0MB guidance. In particularly, you will have noted A-21. 
This is a process that really starts with independent audits per- 
formed at the universities. Then the second line of defense comes 
in where those audits and their working papers are reviewed by 
the Office of Injpector General Auditors. 

The third line comes in where the auditors of the Office of In- 
spector General go ahead and do audits at the universities. The 
audits that we perform are generally of two types: those that are in 
support of ASMB's cost allocation effort and negotiation, pre- 
award, if you will, and then those that are coming after the fact 
that look at what actually has occurred in that process. 

I think you will hear a lot from this panel about the fact that we 
feel that we've made a very substantial effort in this arena and 
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that we have rightfully some pride in the end result that has our 
indirect cost rates at a much lower figure than other cognizant 
agencies. 

In the testimony that I submitted for the record, I did note that 
there are a lot of different things that are available for consider- 
ation by the Congress and by the administration in trying to exam- 
ine what our relationship should be. 

One, of course, is going back to Circular A-21, which are the cost 
principles for educational institutions, and to see if we can 
strengthen them in some way. Alreadsr, 0MB, as Mr. Moley point- 
ed out, has taken efforts to strengthen it. 

Among the things thev're going to be doing is, in the new pro- 
posed clarification of A-21, is to prohibit reimoursement for enter- 
tainment, prohibit university otticers' housing and personal ex- 
penses, or luxury travel, or promotion and lobbying, or golden 
parachute or excessive salaries. The fact is, Mr. Chairman, those 
things were permissible and were argued when we went out to the 
univeraities to challenge them on what they were putting in the in- 
direct cost pools. 

It^s a step in the right direction; however, I don't think there's 
anybody who would say that that is the end. I think what we really 
need to look at are some other things that we can do to better im- 
prove the way we do business. 

There are a lot of things that we put in there as possible options 
for further considerations, including such things as maybe giving 
the money to the principal investigators and saying let them nego- 
tiate indirect cost rates, or certainly mandating a standi rdized ac- 
counting system. 

One of the things that causes us a great deal of concern, Mr. 
Chairman, is that we do not have standardized accounting at the 
universities, which means that you're oftentimes comparing apples 
to oranges, to pears to peaches. 

If you have standardized accounting, then the old notion of 
squeezing the balloon— that is, cracking down on one part of the 
indirect cost pool and not having it be squeezed out to another 
part, or squeezed from the indirect cost pool into the direct cost 
pool~we certainly could limit that kind of gamesmanship. 

There are proposals in consideration for somehow capping of 
components of the indirect cost rate or perhaps the indirect cost 
rate itself, or mandating cost sharing for research, or limit the in- 
direct cost to only those expenditures which are an add-on burden 
to the university for hosting science. 

We could also talk about not charging the Federal Government 
an indirect cost rate any higher than you charge anybody else — the 
lowest charge rate should be to the Federal Government— or talk 
about maybe the granting agencies negotiating their own rates 
with hosting institutions. 

One of the other things that Mr. Bliley pointed out, and that is 
that I have to tell you that the notion that somebody could spend 
money inappropriately and keep that money without returning it 
is bothersome, but even when they do return it, it seoms to me 
they should return it to science, and that they should do it with 
interest. It should be at a rate that certainly covers the cost of in- 
flation during the period. I don't see why we can't do it 
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One of the points I make in my testimony is a concern that we 
have, and that is, if we do get money back, it goes into the general 
fund, it does not go back to science. But generally speaking, the 
way the process works is that if you find that there are inappropri- 
ate expenditures in the indirect cost pools, you roll forward the 
savings into the future rate, and so it's really an offset to the 
future. 

So generally speaking, a vast m^ority of questioned costs really 
stay on campus. I doivt think that's a disincentive to trying to 
fudge the pool. I think that they should have to give that money 
back, and I think it should be done with interest. 

With those points in mind, I would just add there are other 
things that could be done, and I think it's probably my last choice, 
and it may sound peculiar. That is, you could always increase the 
funding, but ha /ing more auditors and more accountants to meet 
the auditors and accountants of the universities, and I think that I 
would take that as a last choice. In fact, we should try to improve 
the relationship we have with universities hosting our research 
rather than adding more people to play the game, because no 
matter what happens, the universities will have always more ac- 
countants, auditors and attorneys available to them than we would. 
So I would hope that we could find a better way to do business. 

With that, Mr. Chairman, Td like to reserve whatever time re- 
mains to answering any questions that you or the committee might 
have. 

[Testimony resumes on p. 321.] 

[The prepared statement and attachments of Mr. Kusserow 
follow:] 
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TESTIMOKY 



RICHARD P. KUSSEROW 



DEPARTMENT OF HEALTH AND HUMAN SERVICES 



Good mornioi, I am Richard P. Kuneiow, loipector Oeaeral of the Deptrtmeat of Hedth and 
Human Scfvicct. We arc hm thk amii« to diioiai whh you our 

aqienditum made under Orantt and Ctotracti twarded to GoOeffca * UoiveisitfeB and to update 
you regaidini our overtifht of thk area. We wiD luamarise our reoeat audh esiperieaoea at 
ichoob acraai the oouatry. Ai 3m Imow, iie ioitkted auiqr of theae auditi ahortly a^ 
hearinp 00 iiMlirecl cost matteri at Stf iifbri RnaDy, we wuU tflce to pfcaent tome 

optiom for improved admiaiitration and Federal oveiaight of theae eoiti. 



To provide thii tubcommittee with lMcfc|rouiid Infotmatkn and to hdp place thh inue of indirect 
coatt in prrper penpeetKe, we would hfce to bdude fas the teooid a report that I an rekaatng 
today, entitled, F^ral Fiinding to CoUcfes and Univertitiet in Support of Research. 

FWcftl Vwlm 

CbUefct and univenitict are iDcreatinfly d epen dent on the Federal fovemment for funding to 
conduct research, particularly bkMnedkal reaearch. Sfaxe 1984, total Federal research and 
development obUg atioos to ooUeges and univenities have increased from S5.6 billion to the current 
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kwdofover $9^b01ioa Thk fepreieoti ao bmaie ia luod^ ladiract ooitt 

proviM to eoUefn and univeftltiet over the ttne period have iDciefiied 6on $13 biCkxi ta 19B4 
10 $15 billiott. 

A majority of the raeaith grant money oooei from the Public Heahh Service (PHS) of the 
Department of Health and Human Setvioes (HHS). Jbt National IvUtutet of Heahh (NIH) 
flmdiag alone accounted for $3.9 bOUoo in Ffical Year 1990, of which $1^ bOUoD wu for indirect 
ooitt. Appendix A depicti the powth in NIH mearch cotti from 1980-1990; showing growth in 
both direct and indirect coiti. For FY 1991, NIH hai provided for $3.7 billion fof extramural 
iciearch, of which $1.7 billion wOl pay for indirect ooiti, appnsdmately 46 percent 

There ii good reason to believe that ooUeges and univenitics dep en dence on direct and indirect 
oosti for research will continue for the foreseeaMe future, F»cal constraints and increasing 
competition for bixiget dcrflan are resulting in pressure to increase the amount of money applied 
to direct research rather than to indirect or unallocated overhead costs. As an aside, it is 
faiteresting to note that the indirect costs for research fonded in Fkcal Year 1990 by NIH exceeded 
the amount spent on AIDS research. Simflariy, the amount anticipated for indirect costs for all 
NIH extramural grants in 1991 will exceed the toUl budgeted for cancer research. 
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OMBGuidtnce 

There b a coooere tint the lelatkmthip betweea the Federal towemmeot and the univenity world 
k a very kxxe one. We believe that oothini oould be further from the truth. Fsdml guidance 
from both OMB aod the individual funding agendea ii voluminoua, Gom|ta, and detailed. 
Oovemmeat-wide iu tructions iaued by OMB addreai virtually all aapects of Federal funding of 
univertity and nonprofit inttitutioni. Thii guidanoe-iHued in the fbrm of OMB GSreularta-it 
binding on all parties. Appendix B providei a lummaiy of' applicable OMB Orcularei. 

There are three genera] aspectt of Federal guidance which are neoetMiy to understand the current 
situation. These are Cogniiance (assignment of oversight responsibility to agencies), Indirect Costs, 
aod Audit Requirements. Each k addressed individually below. 



OMB Circular A^ generally assigns cognizance respomibility for colleges and universities, to the 
Federal agency with the largest sum of money represented at the sdiooL Over 90 percent of the 
colleges, universities^ and nonprofit organizations involved in research receive most 
of their F^ral funding from HHS and, therefore, fall within our cognizant respoasibility. The 
other major cognizant agency » ^ Department of Defense (DOD), which ii assigned cognizance 
for 39 zuajor schools. Appendix C reflecu the distribution of respooubiiity between HHS and 
DOD for the 20 schoob which receive the most research doUan. Audiu are performed directly by 
the cognizant agency (at HHS, the OIG) through private sector auditors. Non-F^rsl auditors 
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i 

review fintodAl lod oomplianoe iituei at ooQ^o, univenitki and BOOpcoGi offulatkiaf ia 
•oconUoce with 0MB guidance. Hie auditor* are required to include within their Kope of work, 
the indirect coat poob char|ed to the Federa! Oovermnent Federal auditon in the cofnizant 
agency review their work to auure that it hai heen performed according to audit itandardt and to 
identify istuei warranting foUow-up. 

Direct and Indirect CoaU 

The total coat cf any research project ii divided into direct and indirect cotts. Direct coats are 
thoie that can be identified ipedfically with a particular iponmed project, instnictk>nal activity or 
any other iutltutional activity; (h^ that can be a»igoed directly to luch activitiei with a high degree 
of preciftion. Examples of direct coats includs salaries and wages of thoae mrking on the projects, 
laboratory supplies, equipment, subcontracts and any other direct overhead eq)enditure. Modified 
Total Direct Cosu (MTDC) is an important subcategory of direct costs. It usually includes all 
direct costs except equipment and that portion of subcontract oosU in excess of $23,000. Modified 
direct costs are significant because they are the basis used to determine the extent to which 
indirect costs are sssigoed to individual Federal granu and contracts. 

Indirect costs include those costs that have been incurred for common or joint objectives of the 
univenity including the research effort housed at their facilities* They cannot always be identified 
readily and specifjcally with a particular sponsored project, or institutional activity. Examples 
include utilities, common space, and h*brafy expenies. 
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OMB guidance (A-21) providei to ooO^ tad u&ivenhki, Mivell m Federal afoicka, the 
priadplet for determining the ooata appUc^ to meaich and other work perfonned under 
federally sponsored agreementi. The prindples do not attempt to identify the octeot of agency 
and inititutional participation in financing the ooati of a particular prp^ Rather, they were 
deiigncd lo that the Federal Oovereraent would bear only iu lair ihare of total coats, determined 
in accordance with generally accepted accounting prindplea, except wiiere restricted or pR^*bited 
bylaw. 

The principles in A-21 for Federsu grantt were establisbed over SO years ago when the research 
environment and Federal funding were less oompkac Tbey have been modified only 8 times over 
the yean, and, in our opinion, A-21 has not kept pace with changes in the scientific research arena 
and with today's business and accounting practices. By eootrast, the Federal Acquisition 
Regulations (FAR), relating to contracts, are modified ahnost monthly to keep up with problems 
and chLDging business practices. 

b 1965, the ittue of indirect oosu for research again arose. The OIG was asked to study the 
reasons for the dramatic increases in indirect coats for research funded by the department We 
kx>ked also at the legitimacy of indirect costs. In response to our report, the HHS Assistant 
Secretary for Management and Budget, OIG, the Office of Science and Technok)gy Policy and 
OMB recommended changes to the prindples (A-21). We recommended that: (1) the amount of 
departmental administration expenses chargeable to sponsored research be established at a fixed 
allowance of 7 percent of the direct cost of research; ai>d (2) the use of multi-year predetermined 
indirect cost rates be expanded. Now, in 1991, wc are again working ckxely with other 
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Dqwrtmenul offidak, OMB, and the Goofrcii to review the effectiveiMM of Feden! oontrok ofver 
mearch ootu. 

In 1968, in reiponsc to the gruwtng concern over indirect coit inuet, the Eaiecutive Cdmmittee of 
the Attociition of American Umvenitiei (AAU) charged an ad hoc oofflmittee, to review the 
ciinent system, particularly OKfB guidance (A-21) and to identify luggestiont for change. 
According to the Committees*! draft report, the entire context in which the indirect cost system 
operates is changing. Important changes include pressures on university faculty, cumulative effects 
of conflicts between research faculty and university ofiBoert over indirect costs, increasing 
obsolescence of research facilities and equipment, and the baiic relationship between universities 
and the Feaoial Government's support of research. 

The Department's process and experience with indirect cost is important The weighted average 
indirect cost rate for major research universities negotiated by HHS has remained Cairly stable at 48 
percent in 1965 to about SI percent in 1991. Appendix D shows the weighted average iikdirect 
costs from 1962 to 1991. It also shows that portion of the overall rate attribuuble to the various 
cost center that make up indirect costs. 

Many schools over this period have requested rignificant iiKrreases in their indirect cost rates. The 
Division of Cost AUocation (DCA) within HHS reviews and negotiates indirect cost rates proposed 
by the institution. The negotiation proceu is important to ensure that the maximum number of 
Federal dollars are used for research expenses and activities. Our audit staff may be called upon 
to support this work. 
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lbs Depaitmeai's effon fm freatly limited the rvc in indirect ootu at HHS cofoiztnt tchoob. To 
plaoe thii effort in penpectfve» the evenie indirect cost rtte propoied by the ichoob for HHS 
cofmzant coUeges and univenitiei ii 58Sf peroeoL The n^otiated rate for thcae aame icboob ti 
50.99 percent, a difference of 7J8 Percent Thii difference yiekb etttmated annual tavinp of $200 
- S300 million. 



The fotlowinf Ubie iUuttratea the impact of negotiatiom on eataMithing indirect ooii ratei. The 
table includes a geographic aprcad of "high do!tar' ichoob and a summary of all schools negotiated 





Percent 


Pcpocot 


Percent 






indirect 


c«t rate 


1990 


1991 propoMd 


Institution 


PfSfiOfid 




dfiEEGIifi 


indirect rate* 


Howard Univenity 


155 


7S 


80 


122 


Hdivard 










Medical School 


96 


77 


21 


104" 


Univenity 


78 


<8 


10 


86 


Johns Hopkins University 


74 


«4 


10 


74 


UCLA 


48 


46 


02 


63 


University of Washington 


70 


SI 


19 


66 


Washington University 


62 


to 


02 


64 


Omn 1990 


59 


SI 


OB 


S» 



final rates have not yet been negotiated, as of April 1991. 

Harvard*s original propoui was for 104 percent They subsequently made 
adjustmenu which resulted in a proposal of 94 percent 



The approximate savinp that result trom a single percentage point reduction of the mean indirect 
cost rate nationwide is $43 million. This annunt is based on cakulatioos using figures from 119 
major institutions including 19 institutions negotiated by the DOD and includes a number of 
aitumptioni. The indirect cost associated with the 119 major institutions includes 90 to 95 percent 
of all indirect cost paid to educational institutions. 
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The Mviafi thit mult froa indiract oott rate duufoi it iodivklual imtitutioaf wy widely 
drpeodinf oo • number of ftcton, mch ti, the indirect ooet rate, the amouBt of Federal raevch 
|Mid to the iBfttitution and the imount of indirect costs claimed. Based oo natiooal awafct, the 
saving! per point at individual imtitutioni amounts to about S46p000. 

In our opinion, the current version of OMB guidance (A-21) does not provide incentives to 
icboob to minimise or oontain oosu allocated to Federal research projects. Basically, A-21 permiu 
univenities to charge expenses to Federal letcarch when those expenses are allowable, allocable, 
and reasonable. Costs are considered reasonable "if the nature of the goods or 
services acquired or applitd, and tbe amount involved therefore, reflect the actii^n that a prudent 
person would have taken under tbe drcumstaooei prevailing at the time the decirioo to incur the 
cost was made.' Thii subjccth^r. test of reasooaUeness providei great latitude for achoob to 
include many items and services which might otheiwise be excluded luider the more specific 
Federal acquisition rvgulatLns. A cost ii allocable to a specific project if *the goods or services 
are chargeable or assignabkt lo such cost objectives in aooordaocc with relative benefits received or 

other ^^uitable mlationship.' Again, the nop-spedficity of A*21 provides docretion and, indeed, 
incentives to schoob to deSue "benefiu received* to their best advantage. 
Both OIO and non-Federal a^Mtitoti, v/hen engaged in reviews of grantt and oootractt at ooU^ 
and universities, must rely on A-21 for Federal policy regarding the allocability, allocabiUty, and 
reasonableness of chirges. Oarific^iAon of this policy would enhance the auditors' effectiveness in 
their oversight role. 
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Audit Requirementt 

In 1979. tbe Houie Cdnimiitee od OovenuncQi Operationt tod the Oovenuneot Acoouoiing OEBce 
(OAO) Kicased a report critkuini tbe auditinf of Federal iraoti to coUefei and univenities 
calling it haphazard and inefifectrve. At that time, ooUeges and univenitiei were respcHUible for 
doing ichool-wide audits of !^ralftuidi(A-l 10). (A-102P applied the lame requireinenu for 
Suie and local govemmenU.) Each Federal agency usually audited only iu ofwn grants, without 
coordinating with other agencies providing funds to the same school To correct this inefficient 
approach to audlu at colleges and unKenities and redirect acaroe HHS audit resources to the 
Medicaie, Medicaid and social security programs, 0MB developed single audit policy which we 
supported. We demonstrated the value of the single audit concept hy conducting 30 pilot audits 
over 3 yean. The major outcome of the pilot projectt was the development of guidelines for 
single audiu in colleges and univenities. The Federal inter-agency task force, chaired by OMB, 
endorsed use of the guidelines. 

In April 1984, We testified before the Committee on Ocvemment Operations that colleges and 
universities were reluctant to accept the single audit guidelines. Thus, we recommended that 
legislation be enacted to require this prKtice, more specifically, we recommended that the Single 
Audit Act be amended to cover colleges and universities, as well as Sute and local governments. 
This proposal was not enacted However, these principles are now included in revised OMB 
guidance (A- 133). 
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Until liBuary 199Q» 0MB guiduMe Attachment F) conUioed pcovWoni for orftnitatkm- 

wide iudiu at ooOefei tad uoKeiiiUeL However, the Circular wai pcmen to be inadequate 
became the audit requireseats lacked aufSdent detail and did not require that nicfa audita he 
done in aooordance with feaeraDy accepted |ovcnmeat auditiog itandardi. Fiirther, it did not 
require the ichoob to lubmit the multt of their audits to the Federal Oovemseot for review. 

In response to these perceived inadequacies, OMB iisued reviled guidance (A-133) for the audiu 
of institutions of hi^ education and other nonprofit institutions to strengthen audit 
requirements. Our oCBoe worked doady with OMB to devdop A-133. 

A-133 esubtished audit requirements and defined Federal responsibility for colleges and universities 
and otheiwiie addrened previous deficiencies. Appendix E deicribes the responsibilities of colleges 
and univertities, and the OIO under A-133. Hiis new guidance, applicable to audits fbr fiscal years 
that begin on or after January 1, 1990 requires that schools have an audit of Federal awards every 
2 years. The fiill implefflentatioo of this circular will substantially increase and improve audit 
coverage at these institutions. 

Audit Fmdinff tnd I,fflftni UilTffl? 

Since the establishment of the Audit Agency, in what was then the Department of Health, 
Education and Welfare, it has performed thousands of audiu in collegei and universities. For the 
42 month period ending in March of 1991, 2032 sudiu were performed either directly by our lUfT 
or through non-Federal auditors. The GIG itafT performed 547 of these audits which consisted of 
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207 pftawtrd oootrect audits, 269 audits of ooito incurred od grants and mtracts and 71 tpeda] 
iludiei and reviews of direct or indirect costs. 

Over 85 percent of the findings uncovered during these audiu involved internal eontrol problems 
related to specific cost elemenU or activities. Over 2200 such proMems were identified. Internal 
controls in an organization involve the overall plan of oiganizatioa and methods employed to 
ensure the reliability of accounting data, safeguard aasets, promote efficiency, and ensure 
compliance with esuMished policies. Many of the internal control probtems uncovered have cost 
implications. Specific examples of internal control findinp and other findingi in cost and program 
^tedfic areas are included in our report. Federal Funding to Colleges and Universities in Support 
of Research, which has been submitted for the record. 

The audit findings we have uncovered over the yean have |»ovided us with many insightt into the 
problems in funding research at ooUeges and universities and led to our development of a *Long 
Range Strategy for Reviewing Fuiancial and Programmatic Research Activities Conducted by 
Colleges, Universities and Non-profit Organizatic»tt for the Federal Government" We are also 
submitting a copy of this strategy paper for the record. 

Indirect Cost Auditt at » Schooly 

As part of our strategy we have reviews underway at 13 schools focusing on charges to indirect 
cost centers. These reviews were begun subsequent to this Subcommittee's hearingi held io Man;h 
1991» which revealed unallowable and unreasonable charges to Fbderal reaearch by Stanford 
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Univcnity. I ctn report to tbe Suboonktee that our reviewi, whidi are itiD up d ei wiy , hM ak) 
fouad nuaerous dMrfct ^Mch we bcUevc to be io^ipropdate. Ahhough wt hawe aot found 
charftt for a yacht or antique i^w^^^^ we have fouad that acboob are dutf|io| reaeaith 
aooounu for a portion of uaallowaMe or inappropriate iteat. Folkwitt| are aooe mtnplft of 
auch charfes at the ichoob we are cuiireotly reviewing. We ha\^ included ai Appeadii F a more 
complete tkt of cxamplet of unallowabte or taappR^)riate char|ea. 

o Reoeptiooi and catered dinnen inrhidini mtab of tenta, liquor, balloooa and valet 
parking. 

o Legal eatpemei for law-tuits unrelated to reaeardi. For enmi^ at one acbool 
Federal reiearch waa charged for a portion of the eqseaaei related to an antitrust 
auit by the Justice Department 

o Unlvefiity Presidents' travel for matters uiuelated to research. For example, at one 
school research was charged for airfare for the President's wife for trips to Orand 
Cayman Island and Sarasou Florida. (The Presideat reimbursed the Univenity for 
these openses about a week after our audit began and more than one year after 
the trips were made.) 

o Items classified as Ispecial merchandise" in the accounting records which turned out 
to be liquor. 
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o Private dub mfnhetihfpt iadudim golf chibt. 

o EofTMd ciyiul decaaten boa Ndman Mvcitt, 

o A Kutpturc that had already beeo paid for by a ooetrfiMitor to the tcteoL 

o Mailinp and other caqKiiaea related to ahimai actMtiea. 

o Expenses related to Freaidents* houica, bduding flowen, chauffeurs, travel, gifts, 
cleaning supptiei ^nd other msintfnannr 

I can abo lepoft to this Suboonunittee that a number of the scbook we have vkited have initiated 
reviews of indirect cost charges on their own and have volunteered to remove oertahi diarges from 
cost centen which are eventually allocated to Federal research. The total amount identified to 
date at these schools, both by the school itself and our auditors, is about $14 million. As shown 
below, we have preliminary rcsulu from 12 of the 13 schools. 
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Amount of 
UsaDowable/^' 
InippfoprUt V * 

Imtitutten In Ooit Paob* 

Dartmouth $ 1»066,432 

Ytle $ 72^186 

Rutfcn $ 439434s 

Johni Hopkxnt $ 175»183 

Uoivenity of PeuMyfvank $ 941,476 

Univenity of Pittsburg $ 259,065 

Duke $ 906;245 

Emory $ 672^57 

Univenity of Michiftn -0- . 

Univenity of Chicafo $ 348,050 

Univenity of Tens Soutliweitem 
Medical Onter at DaUas $ 32^37 

Waahinfton Univenity in St. Louii $ 965,000 

Univenity of Southern California 11112.150 

TOTAL $14,113,746 



^Includes voluntary reductioM by the ichooh andAx reductions based on OIO review. In moit 
cases, OIG work is still in process and results are incomplete. 

**Univenity of Michiftn has not made a review to reduce cost poob. 
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Id additioD to tbe tfwvt, we m iwue that Harvaid Uahmity Medical Sdiool, another imtitutioD 
under our oofmzaoce, bat agreed to remove ^bout $500»000 from indirect eott oeaten diarfed to 



at Harvard. We have alio been bdviied that at least four icboob under tbe cogniance of tbe 
Department of Defetve-Stanford, Mamcbmettt lutitute of TechDology, California Imtitute of 
Technology, and Goneli-bave agreed to reduce indirect coaU. 

We are concerned that the only Kboob under our cognizance that have volunteered to make 
adjuttmenU are thoie which we, or other Federal oCBdak, have visited. Therefore, we plan to 
step up our activitica in this area. Hiis week we are abo sending letters to about 150 additional 
schools not yet contacted by Federal oCBciah, asking that they provide us with certain dau 
preparatory to a potential site visit by my stafL This letter is similar to an earlier letter sent by mc 
and the Assistant Secretary for Management and Budget, Kevin Moley to the top 120 research 
institutions in the country. We aho plan to follow up on this earlier letter to determine what 
action, if any, has been taken by these schools. 

With respect to our continuing review of indirect costs, we also plan to continue an agreement we 
have had with the Department's Division of Cost AUocatioo (DCA) to work jointly with them in 
reviewing selected aspects of about 20 schods' indirect cost proposals each year. These efforU 
have proven very successful in the past and have resulted in significant reductions in charges to 
indirect costs. 



Men] research. As you know, the General Accounting OfiBce is currently reviewing this matter 
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I would abo poiot out tbit the Deiwrtmeot ai i whote k moviof to addicti the lerious Ittues 
lunouoding mevch funding. Toward ths end, the Secretaiy bai created a Tatk Force compriied 
of (be Director of the National Imtitutei of Health, the Attstant Secretary for Manafement aiKJ 
Budget aDd the Impector Oeneral who have been asked to study the rising ooatt of research with 
specific emphasis on indirect costs. Over the past several weeb staff of these offices have been 
developing recommendations to OMB for short range improvemenU to A-21. The working group 
plans to also continue to meet to develop long-range solutions to problems related to 
reimbunement policy contained in A'21. 

Other OIG Stratepci 

As noted earlier, we have developed a long*range strategy for dealing with research activities at 
colleges and universities. This strategy is based upon our eq)erieDces and audit work over the 
yean and is designed to addrea systemic intemil control problems. In our strategy paper, which 
has been submitted for the record, we define over 40 audit areas of ongoing or planned work. 
Thirteen areu will address cost containment iuues-as an example, we plan to identify eadsting 
govemmentwide cost ccMiUinment initiatives which have been effective and determine if they might 
be applied to colleges and univenitica; and we plan to review how the NIH can better monitor 
research rosu. Ten audit areas will addreu indirect cost reimbursement issues, and 17 prqjecU will 
address the Federal system for funding research and the adequacy of Federal ovenight We abo 
plan to identify alternative approaches to monitoring research effortt. 
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In addition to our current review of indirect oott touet, n« hwe icbcdukd 15 projectt from our 
long rwi|c strttcfir for immoSUtc attention. Several of thcac projecto have already begun, and wc 
tapM to complete thli plwae of our ttrate^ 0¥er tbe next 24 months. 
Future OptioM 

Our audit findingi and experience over the ycar« lead ut to believe that there must be better ways 
for the Federal Oovemment to deal with reimbur^ment for remrch effortt on granu and 
oontracu at ooUeges and univenitiea. There are many optiom for better ensuring that the dollan 
available produce the maximum support for scientific research. We have identified a number of 
options that might be considered for further study, including: 

o Indirect Coat J^ates 

Significaiii!}' amend, as OMB proporjs, or modify Circular A-21 to ensure that 
certain specific ootU are excluded from indirect cost reimbursemenu paid to ooUeges 
and univenities receiving Federal research granu. 

o Block Grant 

Block grant research dollars to univenities. Under this option, institutions would be 
given a set amount of money to meet tbe joint gofvemment institution research 
goals. The institution would determine how much wouW go for direct and indirect 
costs. 
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Principri Inveitif atoti 

Award reiearch doUan to principa! invett^ton. Hie investigator woM then be 
leipoocible for iDduding in tbeir propoaak the iodifect oott oompooeiit at the ichool 
wfaeie the mearcb wiD take place. The iamtiptor and the icbool would be forced 
to Defoliate direct and indirect costs. 

Stimlirfiaii Amnmting gyitttmr 

Mandate a standardized accounting qrstea for the major ooUeges and univenities 
hosting Federal research grants that woM reduce variatkNis among schools as to 
how they account for and allocate costs. 



Place a cap OD the indirect cost rate. For example, limit the indirect cost rate to 
the mean or average rate. Under this option, the sevinp firom capping indirect 
oosu could increase the number of grants and funding leveb for sdeuoe. 
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Limit futufc indirect ooit rites tt t level which does not caooeed the tchool'i 1991 
Defoliated rate. 

0 Lowcat Level Qiaryed 

Limit the indirect cott rate for Government reiearch grants to the lowHt level 
charged by the institution to other VS. and foreign entities. The OIO has observed 
differentia] treatment for research funded by the C3avemment vs. Research 
performed on behalf of U^. and foreign corporations and foundations. 

Both public and private ichoob charge a lower indirect cost rate to foundations, 
public corporations and foreign Governments for research projects than they do to 
the U5. Government for federally funded reiearch. Some scboob waive the indirect 
cost rate, even for a million doUar contract with a pubtically traded corporation. 
Schook with a Federal indirect cost rate as high as 77 percent waive or reduce the 
rate with other entities to as little as 6 or 10 percent Others have a sliding scale, 
for the indirect cost rate, using whatever rate can be negotiated It appean clear 
from this anecdoul informatioa that scboob may be looking to the Federal 
Government to cover the overhead associated with research performed for 
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DonfedenU aad fordgD eathin, 

o Ooft Sbiriai 

Maodite *0Git thtring* for retetrch, Le^ the KhcxA would oootrfiHite t 
of the toul oott of research. Ihh ootioci oC oo$t ihuing wai prevfcMsly io place but 
was foimd to be inequitabte amoiif ichooli. Ihe practioe wai diioocitiDued in 1966. 
With additioiud thou^t aad work, ooit ibarioi ni^ ItwMDOt 
equitable aaaooi an aehook, ao the practioe w» diiooQttoii^ With additional 
thought and work, ooit thatinf mi^t be feaiible. 

o Add-on QmU 

Limit indirect ooiu to ooly thoie eaqseaditurn that aie add-on ooatt to the 
institutions for supporting research. Those university costs that would be incurred 
whether or not the research was being conducted would thereby not be eligible for 
indirect cost support 

o Rindinit for Qvefiifht 

Increase funding levels for Federal ofvenight efforts (audit and cost allocation work 
at educational and nonprofit institutioni. 
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O ^fency SpCTtffc Nnntiitiffll 

Do away with govenuMatwide ntkt, and allow iraDtiog aioidei to o^odate the 
ratei for their afeoeki* iraat pfDframf eqiant^. CUntotljr, at NDi far example, 
jdentbti wteh propoMh fcr dcw paoti to identirti. However, the iadireet eott 
rates are B^otiated without dtber ickmillc party. It takei place belweea the 
acoouataott at the unimtity finaooe office aad the aooouatanti for the Department 
The propoied option would mean aa aieocy oouM nefotiate a rate for all their 
grants by dJidpUae. Id tUi way, biomedi ca l reaeareh and lodal mearch coitt ooukS 
have different rates. 

o Reoovefy 

Seek legal authority for the actual reoa¥eiy oi inappropriate expenditures durfcd to 
indirect cost poob and for their return for programming for fotutc funding of 
sdenoe. Currently, when auditon note findinp which are sustained, there is no 
check that ii tendered back to the program for foture uie in adentific research. 
The genera] pnictioe ii to oAet the amount agaiut foture indirect cost rates. In 
lome cases there may be adjustmenu between the direct and indirect cost p( )b. 
The net effect is that the money sekloa leaves the campus. On some Csirly rare 
occasions, there have been checks written to pay back the money. However, the 
fondi do not go to be reprogr ama s nrt far new reaeareh, but to the genenl fond of 
the treasury. The system does not lead to much in the way of accountability or 
incentives for efficient use of those fonds. 

This concludes my testimony. I will be happy to a»wer any questioos you may have. 
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Appendix B 

OMB CIRCUIT 



A.21 COST PRINCIPLES FOR EDUCATIONAL INSTmmONS 

Provides to colleges and univenities, as well ll Federal Agencies^ 
the principles for determining the costs applicable to research and 
other work performed under federally sponsored agreements. 

INDIRECT CXDST RATES» AbT>rr AND AUDIT FOLLOW-UP 
AT EDUCATIONAL INSTITUTIONS 

Establishes indirect cost rates, auditing, correcting systems 
deficiencies and resolving questkned costs. 

A lio UNIFORM ADNdNICTRAIWE REQUIREMENTS FOR 

GRANTS AND OTHER AGREEMENTS WTIH INSTITUTIONS 
OF HIGHER EDlKATKm, HOSPITALS AND OTHER NON 
PROFFT ORGANIZATIONS 

Provides guidance to grantees and contractors for financial 
management of federal funds received. 

A-128 AUDFTB OF STATE AND LOCAL GOVERNMENTS 

Establishes audit requirements for State and local governments 
receiving federal aid and defines federal responsibilities for 
implementing and monitoring those requirements. 

A.133 AUDITS OF INCTFTUTIONS OF IflGHER EDUCATION AND 

OTHER NON PROFIT INSTTTUTIONS 

* 

Establishes audit requiremenu aod de&nes federal responsibilities 
for colleges and univenities. Requires schools have audit of federal 
awards every two years. 
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Appendix C 



DIRECT AND INDIRECT RESEARCH COSTS - TOP 20 COLLEGES AND UNIVERSITIES 

BY COGNIZANCE 
(DOLLARS IN THOUSANDS) 



INSTITUTION 



COGNIZANCE 



TOTAL ESTIMATED INDIRECT COST RATE 

R&D INDIRECT DIRECT AS A PROPORTION 

AWARDS* COSTS COSTS OF DIRECT COSTS 



STANFORD UNIV. 


DOD 


$239, 


84 7 


$100, 


401 


$139, 


4 4 6 


72.00* 


JOHNS HOPKINS UNIV. 


HHS 


211, 


879 


83 , 


»67 


128, 


412 


65.00% 


MASS* INST. OF TECHNOLOGY 


DOD 


207, 


157 


75, 


629 


131, 


528 


57.50% 


UNIV. OF WASHINGTON 


HHS 


203, 


691 


70, 


560 


133, 


131 


53 .00% 


UNIV« OF CALIF. 1? LOS ANGELES 


uuc 

tins 


1 T A 

1 /V 1 


O 1 Q 
O J 7 


53 , 


hv / 


1 ID , 


d 1 5 

4 J 6 


*t o . u u ^ 


UNIV. OF MICHIGAN 


HHS 


167, 


865 


62, 


290 


105, 


575 


59 .00% 


UNIV. OF CALIF. 9 SAN DIEGO 


HHS 


166, 


601 


54, 


788 


111, 


813 


49.00% 


UNIV. OF CALIF. 9 SAN FRANCISCO 


HHS 


159, 


027 


44, 


206 


114, 


821 


38.50% 


UNIV. OF WISCONSIN 9 MADISON 


HHS 


150, 


474 


45, 


978 


104, 


496 


44 .00% 


COLUMBIA UNIVERSITY 


DOD 


150, 


263 


63, 


955 


86, 


308 


74.10% 


YALE UNIVERSITY 


HHS 


146, 


245 


59, 


194 


87, 


051 


68.00% 


HARVARD UINVERSITY 


HHS 


141, 


760 


58, 


616 


83, 


144 


70.50% 


CORNELL UNIVERSITY 


DOD 


139, 


954 


52, 


663 


87, 


291 


60.33% 


UNIV. OK PENNSYLVANIA 


HHS 


132, 


805 


52, 


317 


00, 


40ti 


G5 .00% 


UNIV. OF CALIF. 9 BERKELEY 


HHS 


131, 


070 


43, 


104 


87, 


966 


49.00% 


UNIV. OF MINNESOTA 


HHS 


12B, 


727 


39, 


333 


89, 


394 


44 .00% 


PENNSYLVANIA STATE UNIV. 


DOD 


119, 


435 


39, 


652 


79, 


783 


49.70% 


UNIV. OF SOUTHERN CALIFORNIA 


HHS 


114, 


766 


43, 


261 


71, 


505 


60.50% 


DUKE UNIVERSITY 


HHS 


108, 


611 


36, 


204 


72, 


407 


50.00% 


WASHINGTON UNIV. 


HHS 


102, 


974 


39, 


410 


63, 


564 


62.00% 


TOTAL/AVERAGE 




$3,093, 


990 


$1, 120, 


435 


$1,973, 


555 


56.77% 
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Appendix D 



Weighted Average Indirect Cost Rates In 
Major Colleges and Universities By Cost Center and Total 

1982-1991 





82 


83 


84 


85 


86 


87 


88 


89 


90 


91 


General and Administrative 


7.34% 


7.12% 


7.33% 


7.40% 


7,23% 


7.15% 


7.29% 


7.27% 


7.32% 


7.30% 


Departmental Administration 


14.04% 


15.33% 


15.63% 


15.47% 


15.87% 


15.55% 


15.75% 


16.06% 


16.07% 


16.09% 


Administration 


3.26% 


3.11% 


2.98% 


3.18% 


3.29% 


3.33% 


3.11% 


3.14% 


3.26% 


:?,7% 


Student Services 


0.53% 


0.19% 


0.11% 


0.15% 


017% 


016% 


0.14% 


0.16% 


0.15% 


0.17% 


Library 


2.05% 


1.99% 


1.97% 


2.14% 


2.179b 


1.98% 


2.05% 


2.05% 


2.03% 


2.04% 


E)epreciation / Use 
allowances 


4.17% 


4.36% 


4.57% 


$4.71% 


5.04% 


5.22% 


5.44% 


5.82% 


6.27% 


6.46% 


Operation & Maintenance 


11.95% 


12.59% 


13.26% 


14.05% 


14.38% 


14.76% 


1495 


15.01% 


15.47% 


15.68% 


Other /Misc 


0.96% 


1.18% 


1.24% 


0.71% 


060% 


065% 


0.22% 


0.02% 


000% 


-0.02% 


Weighted Average 
Negotiated Rate 


44.30% 


45.88% 


47.09% 


$47.84% 


^8.77% 


48.80% 


48.95% 


49.53% 


50.57% 


50.99% 
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Appendix E 

Responsibilities of Entities and the OIG 
Under Circular A - 133 



Entity to Be Audited* 



Entity arranges 
for 6uM by 
Independen' auditor 



1 



Audit Is pertormed 



Auditor /entity 
obtains technical 
assistance If necessary 
from OIG 



i 



Report submitted to 
HHS OiG for processing 



OIG 



Reviews report for 
ac:hen»nce to format, 
standards; and 
completeness 



Selects sample of 
audits for quality 
control review 



i 



Reviews report findings, 
enters into automated 
system for tracking, 
look for system problems 



i 



Issues reports to 
interested parties 



Tracks resolution of 
findings and follow - up 
on resolution 



'Audits are to be performed at least or)ce every two years at 
colleges, universities or nonprofit organizations rece'rving $100,000 or nrK>re. 
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Appendix F 



EXAMPLES OF UNALLOWABLE OR INAPPROPRL\TE 
INDIRECT COSTS CONTAINED IN COST POOLS 

President's and Thatec travel includes wife 

Travel expenses for Thtslees who donated their travel and did not receive reimbursement 
Tnisiee banquet chargei for such purposes as alumni clubs, commencement and student 



ChaufFeuring for the President and Trustees. Some chauffeuring for President's wife 
President's official entertainnnent to Hnancially support hx% responsibilities as president 
Legal expenses relating to: 



Sculpture that had already been paid for by a school contributor 
Depreciation for equipment no longer in use 
Depreciation for athletic equipment 

The cost of producing a community report to promote untvenity activities 
Advertising to promote student attendance at summer session and on career week 
Fund raising 

Student activities such as, fraternity task force, bands for student dance, van rentals for 
student luggage, furniture for student clubs 

Mailings and other expenses related to alumni activities 

President's house, includes receptions, flowers, travel to sporting events and gifts, e.g. crystal 
decanters from Neiman Marcus 

Expenses related to an art museum 



breakfasts 



suit regarding violation of student's civil rights 



U.S. Justice Department anti-trust su^t 



private suit regarding price fixing of tuition 
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Mr. DiNGELL. Mr. Kusserow, the committee thanks vou for your 
veiy helpful testimony, and I want to commend you for what you 
and your associates have done in terms of bringing to light matters 
which are of concern to this committee. 

We alsOy as you will recall, had the privilege of working with you 
in connection with the generic drug investigation, where you 
served the public interest, I think, in a very spectacular fashion, 
and Td like to note that here for the record since Tve not had a 
previous opportunity to tell you personally how much we appreci- 
ate the work you did and how much we respect you and your office 
for the Quality of the work which you did. 

The Ctiair is going to recognize my colleagues for questions. The 
Chair will begin by recognizing first the distinguished gentleman 
from Georgia, Dr. Rowland. 

Mr. Rowland. Thank you very much, Mr. Chairman. 

Mr. Kusserow, in your testimony, you point out that of the 13 
schools that are presently being audited, 12 had volunteered to 
make adjustments and the 13th appears to be on the way. Is that 
correct? 

Mr. Kusserow. Many of those schools have voluntarily requested 
that there be adjustments to their indirect cost pools to reflect 
what they had in terms of inappropriate items. But everything that 
is reflected on page 14, they have not conceded to. 

This is an early return of what our flndings have been, but what 
we're flnding also is out of that total of roughly $14 million, $9.5 
million were involved with the schools coming forth on their own 
to correct their indirect cost pools pursuant to their own internal 
audits. So a very substantial sum of that number is the school. 

Mr. Rowland. Well, has HHS received any money back at this 
point? 

Mr. Kusserow. We have begun to receive money back from indi- 
vidual schools. However, we're just getting involved in the process, 
and we won't have a total tally until the end. Generally speaking, 
we would want to complete the process to make sure that we^re not 
selling short. 

Mr. Rowland. Have you seen any of the money? 

Mr. Kusserow. Very little thus far. We have, from one of the in- 
stitutions that's not even reflected on here, we have received 
checks, but by and large, the money has not come back. 

Generally, as I mentioned, that money in all likelihood will not 
be a check coming back to the Federal Government, but would be 
rolling forward in the indirect cost rates to offset for the future, 
which, as I mentioned in my testimony, is a little bothersome. 

Mr. Rowland. Yes. Well, should we conclude, then, that these 
fine institutions out there are literally waiting for the Government 
to knock on their door before they will teke the necessary correc- 
tive action? It's a little bothersome also to me that they're goin? to 
wait and take a credit for this and move it to future indirect coste. 

Mr. Kusserow. It's amazing how, when you do knock on the 
door, they're ready to announce that they have already done the 
work, and there's no need to have the auditors look anv further, 
and here it is, and why don't we settle down at that point? 

The fact of the matter is that we feel an obligation to— not that 
we'd question their integrity, but perhaps we would question their 
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bookkeeping— to look a little further into the process. Indeed, there 
is a lot more money that we're finding out there than what they 
are voluntarily offering up. 

Again, I would ^o back to the disturbing element, and again 
maybe it's because I come from an audit perspective, and that is 
the notion that they don't write a check back, that somehow that 
money stays on campus and is just rolled forward. Although it 
means that their rates for the future will be less and will be offset- 
ting what they had inappropriately, the fact is that maybe if they 
had to write a check for the entire amount that was inappropriate- 
ly spent, with interest, that might discourage them. 

The other point that I would emphasize is that the vast m^ority 
of these schools that we're looking at are schools that had a propos- 
al that they would want to put things into the pool, and what 
you're finding here is we're saying, ^'No, these are inappropriate 
for putting. ^Q^^he pool," so they have not actually spent that 
money yei. We^re preventing them from spending the money. 

One of the things that I would want to emphasize also is that is 
the basic philosophy of our Department and our stewardship with 
the universities, is to try to get it on the front-end side, and not 
wait unti' they do spend a lot of money inappropriately, and then 
come in L^Aer the fact and ask them for the money. We'd much 
prefer to take it out of the pool before they start spending the 
money and charging us. 

Mr. Rowland. Well, it sounds kind of like a game. Let me ask 
you this question. 

Mr. KussEROW. Yes, sir. 

Mr. Rowland. Your office is releasing a report on Federal fund- 
ing to colleges and universities, and in that introduction, and I 
quote, '^Through our audits, we found and reported many serious 
problems, including miscalculations, mischaracterizations, and mis- 
representations of cost. Most of these reflect the result of gaming 
the intricate rules that pertain to the allowability of expenses for 
Federal reimbursement." 

Now, let me ask you, do you personally believe, as your report 
states here, that these institutions are, in fact, gaming the Federal 
Government? 

Mr. KussEROw. Yes, sir. Thank you for bringing that up because 
I did bring this report to release to the committee today, and I'd 
like to have it, with the permission of the Chair, to submit it for 
the record. It's the report on Federal funding to colleges and uni- 
versities in support of research, which we pushed ahead for this 
committee. 

Mr. DiNGELL. Would the gentleman yield for just a second? 
Mr. Rowland. Yes, I'll yield to the chairman. 
Mr. DiNGELL. And the Chair thanks the gentleman. Would you 
submit that for the record, please? 
Mr. KussEROW. Yes, sir, I sure will. 

Mr. DiNGELL. Without objection, that will be inserted in the 
record. 

[Testimony resumes on p. 361.] 
[The report follows:] 
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DEFARTMENT OF HEALTH H HUMAN SERVICES 



Otfrct Of imptcior G«n«f«i 



Memorandum 




^^<^ Richard P. Kussarov 
' Inspector Gttnwral 

SubtKt ozG Mport **Fttd«ral Funding to Coll«9«t ud Univarsitias 
In Support of R«sMreb" CZN: A-15-9-00033 

T° K«vln S. Nolay 

Assistant Sscrstary for MsnagsMnt 
and Budgat 

Bamadina P. Raaly, N.D. 

Diractor, National Znstltutas of Haalth 



Attachad for your usa is an Offica of Znspactor Ganaral (OIG) 
raport antitlad "Fadaral Funding to Collagas and Univarsitias 
in Support of Rasaarch." It Is part of our contribution to 
tha Dapartaant of Haalth and Human Sarvicas* (KHS) work on the 
cost of rasaarch. 

Tha raport includas a sussary of ovar 2,000 OIG audits 
conductad batwaan Octobar 1, 1988 and March 1, :991. It also 
dascribas OZG stratagias for addrassing issua ara^s associatad 
with HHS funding for biomadical rasaarch and voaa 'options for 
ansuring that liaitad funds ara aquitably apportion«d for tha 
diract and indlract costs of rasaarch conducted by collagas 
and univarsitlcs. 

Tha OZG is cur rant ly conducting audits of indlract costs at a 
nuabar of collagas and univarsitias across tha country. Wa 
will shara aarly findings froa thasa audits with vorK group 
■aabars as thay davalop. Also, va will provida you an 
opportunity to couant on all audit raports ralatad to these 
schools. 

Wa anticipate that this docuaant will provide soae insights to 
and generate acre questions on the coaplexities of funding 
auditing research grants to collages and universities. 

Please contact ae if you have any questions or your staff nay 
contact Z>aniel Bladea, Aaaiatant znapactor General for PHS 
Audits, Office of Audit Services, at 301-443-3583. 

Attachment 
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FedertI Funding 
In Support of Research 
to CoUefet and Univenitiet 



Executive Summary 



Federal funding for science at coUegei and univertitiet has reached S9^ btiUon per year, of 
which about S15 bUUon ii for indimt coftts. The remaining $6.7 bOUon ii for direct research 
costs. Audit and cost negotiation responsibility or cognizance is attigned generally to 
Department with the most money. Of the 276 coUegea and uni<;enities receiving 96 pt.cent of 
Federal ^nds> thirty nine are under the oogniaanoe of the Department oC Defense and the 
balance of 237 are assigned to the Department of Health and Human Services. 

Over the years, sierious questions have been raised about the amount of Federal funding being 
diverted to indirect oostt (unallocated overhead to the hosting school) and away Grom direct 
research cosU (arising from the sdentiOc projectt). These issues have been underscored by 
leoently identified questionable charges to indirect cost pools by certain schools. 

The experience of hundreds of audits hacve identified many options for better assuring 
appropriate division of Federal fimds between unallocated overhead (indirect cosu) and direct 
research costs^ including but not limited to the following, variations of the following, or 
combinations thereof: 

0 Revising 0MB Oicular A-21, Cost Principles for Educational Institutions which 
provide guidance for determining the cosu applicable to direct research or indirect 
costt at the host institutions. 

0 bsuing block grsnt research dollars to universities. Under this option, institutions 
would be given a set amount of money to meet the joint govemmenul institution 
research goals. The institution would determine how much would go for direct and 
indirect costs. 

0 Awarding research dollars to principal investigatork The investigators would then 
be responsible for including in their propouls the indirect cost component at the 
school where the research will Uke place. The investigators and the Khools would 
be forced to negotiate direct and indirect costs. 

o Mandating a standardized accounting system for the major colleges and universities 
hosting f^ral research granu that would reduce variation among schools as to how 
they account for and allocate costs. 

o Capping the indirect cost rate. For example, cap indirect cost rates at the mean or 
average rate. This would result in uvings that could increase the r-jmber of grants 
and funding levels for science. 





325 



Limitinf bam iodired oon rates at a levd that does not exceed the 1991 
pegodatgd rate. 

UfflhiQi the iadifect coat rate fior |ovenimeat reaeareh granti to the lowest level 
dMTfad by tte intbutioo to other aod foci^ The 010 haa oteeived 

evideoee of dUbfe&tial tfeatmeot for reaeaicfa ftmded bjr the fovenuaent vs. 
reaeaich performed oo behalf of U& and foreign corporations and foundations. 

Mandating 'cost sharfaigr for research, i^ the school ivould contribute a peroenUge 
of the total cost of research. This notion of cost sharing was in place back in the 
mld-ei^ties. It was not equitable among all schools, so the practice was 
discontinued. With additional thou^t and work, cost sharing mi^t be feasible. 

Limitittg indiiect costs to only these expenditures that are addH>n ocufi^ to the 
institutloas for supporting research. Those costt to the univeisity that wouU be 
incumd whether or not the research was being conducted would thereby not be 
eligible for Indirect coat support 

Increasing funding levels for Federal oversight effortt (audit and cost allocation 
work) at educatfooal and nonprofit Institutmns. 

Eliminating govemmentwkle rules, and aUowing granting agencies to negotiate the 
ntes for th^ agendea' grant prograna separately. Currently, at NIH, for example, 
scientists submit propoaab for new grants to scientists. However, the indirect cost 
rates are n^otiated without either scientific party. It ukes place between the 
accountants at the unhenity finance office and the accountants for the department 
The pro p oaed option wouM mean an agency coukl negotiate a rate for all their 
grants by dlKipline. In this way, biomedical research and locial research costs could 
have different rates. 

Seeking legal authority for the actual recovery of inappropriate expenditures charged 
to indirect cost pools to be returned for programming for future finding of science. 
Currently, whan audltora note findinp which are sustained, there is no check that is 
tendered back to the program for future use in scientitfc research. The general 
practice is to oAet the amount against future indirect cost rates. In some cases 
there may be ad^tments between the direct and indirect cost pools. The net effect 
is that the money sekkxn leaves the campus. On some fairly rare occasicm, there 
have been checks written to pay back the money. However, the funds do not go to 
be reprogrammed for new research, but to the general fund of the U.S. Treasury. 
The Intern does not lead to much in the way of accountability or incentives for 
efficient use of those funds. 
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INTRODUCnON 



The Federal loveroment devotes vast sums of money to supportinf research at colleges and 
umvenities. At HHS« we try bur best to stay on top o( It lo the last decade, there htvc 
been thousands of cost o^fotiatioos and audits. We have perforoied or reviewed moit than 
2000 audits during the last three yean. A dbproponionate share, 5 percent, of our audit 
resources have been committed to this activity, which, while large, represenu only 1 percent 
of the Department 's budget 

Through our audits, we found and reported many serious problems including miscalculation, 
miscbaracterizatioci, and misrepresettUtion of costs. Most of these reOect the results of 
"gaming the intricate rules that pertain to the allowability of expenses for F^ral 
reimbuTKment 

The reifflbunement system itself breeds such faming because of iu^ complexity. There are 
direct costs, indirect costs, allowable costs, allocable costs, reasonabi'c costs, recharge centers, 
special projectt and others. The relationship among these is exAraordinari^ complex. At 
times, even aocoununts, lawyers, and business ofiBcers cannot agree on the difference 
between direct and indirect costs. Different univenities handle them in different ways. 

We believe it is futile to try to solve this problem solely through accounting and more audits. 
Fundamental reform is necessary. We need to change the way we do business. We suggest 
a number of basic reforms for consideration. 

The Department as a whole is moving to address the serious inues su9. :unding research 
funding. Toward this end, a working group was formed comprised of the Director, National 
Institutes of Health, the Assistant Secreuiy for Management and Budget and the Inspector 
General to study rising costt at colleges and univenities. We believe that our experiences in 
the Oflke of Inspector General (OIG) can provide iitsighu to the team as it sorts out the 
tensions and incentives underpinning both the government's and schools' efTons to ad\'ance 
our nation's health through biomedical research. 

To assist the HHS team in their analysts, we will illustrate the complexity of this problem by: 
describing the complicated Federal guidance that governs the relationship between agencies 
and grantees and the OIG experience in working with that guidance; summarizing the 
findings of over 2000 OIG audiu conducted between October 1, 1988 and March 1, 1991; 
describing OIG strategies for addressing issue areas associated uith HHS funding for 
biomedical research; and describing some options for ensuring that limited funds are equitably 
apportioned for the direct and indirect costs of research conducted by colleges and 
univenities. 
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CHAPISRI 



FEDERAL OUIDAWCB AND QIC EXPERIEWCE 



Recently, it bii come to light that varioui ooOeges tod uiiive;iitieu hive included unallowable or 
inappropriate eipeniei in their xhargea to the Federal Oovemment for overhead or indirect 
eoitt. However, the Oovcnunent's effectiveneti in overjeeing Federal grants to colleges and 
uttiveiBitiei if not a new inue. 

CoUegei and umveisiUea are increasingly dependent on the Federal Government for funding to 
conduct research, particularly btoaedkal research. Since 1984, total Federal research and 
development obligations to colleges and univeisitieB have increased from $5.6 billion to the 
current level of over $9^ bilUon. This represents an increase In funding of 64 percent Indirect 
coats provided to colleges and univeisities over the ume period have increased torn Si. 5 billion 
in 1964 to $15 billion. 

A majority of the research grant money comes from the Public Health Service (PHS) of the 
Department of Health and Human Services (HHS). The National Institutes of Health (NIH) 
funding alone accounted for $3.9 bOlion in Fiscal Year 1990, of which Sl.25 billion wvs for 
indirect costs.' For FY 1991, NIH has provided for $3.7 billion for extramural research, of 
vk^hich $1.7 billion wil] pay for ji^direct costs. 

There is good reason to believe that the trend for direct and indirect costs for research will 
continue for the foreseeable fiiture. Fiscal constraints and increasing competition for budget 
dollars are resulting in pressure to increase the amount of money applied to direct research 
rather than to indirect or unallocated overhead costs. It is interesting to note that the indirect 
costs for research funded in Fiscal Year 1990 by NIH exceeded the amount spent on AIDS 
research. Similarly, the amount antidpated for indirect costs for all NIH extramural grants in 
1991 will exceed the total budgeted for cancer research. 



OMB Guidance 

There is a perception that the relationship between the Federal government and the university 
world is a very Vyoit one. Nothing could be further from the truth. Federal guidance from 
both OMB and the individual funding agencies is voluminous, complex, and detailed. 
Government>wide instructions issued by OMB address virtually all aspects of Federal funding of 
university and nonprofit institutions. This guidrnce-issued in the form of OMB Circu1ars^-is 
binding on all parties. 



^ Appendix A depicts the gTO>fc-ih in NIH research costs from 19S0-1990, showing gross th 
in both direct and indirect costs. 

- Appendix B provides a summary of applicable OMB Circulars. 
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That are thiee leoenl Mpeett of Federtl guidaaoe whkfa tre Deoentry to undentaml the 
cunent situaiioa Tbeie ire Cofoizaooe (attiinaeot of ovmifbt re^miibility to agencies)* 
Indirect Coiti, and Audit Requlrementi. Each ii addrctted individually below. 

OMB Circular A<tt f^nierally antgna cognizaooe responsibility for coUeges and un^entt^es, to 
the Federal agency with the laigeat sua of money represented at the school Over 90 percent 
of the coOejrca, uoivetfities, and oonprodt organiiatinns reoeiw smt 
of their Federal ftinding bom HHS and, thetefore, fid within our cogniant responsibility. The 
otber n^jor oogaiiani agen^ is the Departnent of Defense (DOD)» which is assigned 
cognizance for 39 inajor schools.^ Auditt are p erf ocaed diiectly by the cognisant agency (at 
HHS» tbe OiBee of Audit) and by private sector auditocs. Non-Federal auditors review financial 
and conplianoe iisuea at coU^ea, univenities and nonprofit organizations in accordance with 
OMB guidance. The auditon are required to tnchide within their scope of work, the indirect 
coat pools charged to the Federal Go¥erameat Federal auditors in tbe cognisant agency review 
their work to assure that it has been perfbnned according to audit standards and to identify 
issues warranting folk>w*up. 

Indirect Coiti 

The total cost of any research project is divided into direct and indirect costs. Direct oosu are 
those that can be identified specifically with a particular sponsored project, instructional activity 
or any other institutknial activity; or that can be assigned directly to such activities with a high 
degree of prectsioo. Examplea of direct coats include salarks and wages of those working on 
the projects, laboratory suppliea, equipment, subcontracts and any other direct overhead 
oqMnditure. Modified Total Direct Costs (MTDC) is an important subcategory of direct costs. 
It usually includes all direct costs eacoept equipment and that portfcxi of subcontract cosu in 
excess of S25,000. Modified direct coats are significant because they are the basis used to 
determine the extent to which indirect costt are assigned to individual Federal grants and 
oootrKts. 

Indirect costs include those costs that have been incurred for common or joint objectives of the 
university including the research effort housed at their facilities. They cannot always be 
identified readily and specifically with a particular sponsored project, or institutional activity. 

OMB guidance (A-21) provides to colleges and universities, as ^11 as Federal agencies, the 
principles for determining the costs applicable to research and other work performed under 
federally sponsored agreements. The principles do not attempt to identiCy the extent of agenc>' 
and institutional participation in financing the cosu of a particular project Rather, they ^'crc 
designed so that the Federal Government would bear only iu fair share of total costs, 



^ Appendix C reflecu the distribution of responsibility between HHS and DOD for the 20 
schools which receive the most research dolbr^. 
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detennioed in aocordiQce wilh fcoeralSy aocqxed accountinf prindples, except where restricted 
or prohibited by liw. * 

The priodplei io A-21 for Federal gnnts were etublished over 30 yean ago when the research 
ei{virorunent and* Federal fiiodinf were lea oomplesc They have been modiCed only 8 times 
over the yean, and, in our optnioo, A*21 hat not kept pace with changes in the scientific 
research arena and with today's business and aooounting practices. By contrast, the Federal 
Acquisition Regulatioos (FAR), relating to contracts, are modiGed ahnost monthly to keep up 
with problems and cbao^g business practices. 

In 1969, the issue of indirect costs for research again arose. The OIG was asked to study the 
reasons for the dranutic increases in indirect coiits for research Amded by the department We 
looked abo at the legitimacy of indirect costs. In response to our report, the HHS Assistant 
Secretary for Manafenent and Budget, 010, the Office of Science and Technok>gy Policy and 
OMB recommended changes to the principles (A*21). The OIG recommended that: (1) the 
amount of departmental administration expenses chargeable to sponsored research be established 
at a fixed allOMvance of 7 percent of the direct cost of reseaah; and (2) the use of multi-year 
predetermined indirect cost rates be expanded. Now, in 1991, the OIG again is working closely 
with other Depanmental officials, OMB, and the Congress to review the eflecttveness of 
Federal controls over research costs. 

In 1988, in response to the growing concern over indirect cost issuei, the Executive Committee 
of the Association of American UnWenities (AAU) charged an isLhfifi committee, to review the 
current system, particulariy OMB guidance (A-21) and to identify suggestions for change. 
According to the Cbmmittees's draft report, the entire context in wliich the indirect cost system 
operates is changing. Important changes include preuures on univenity faculty, cumulative 
effects of conflicts between research faculty and univenity officers over indirect costs, increasing 
obsolescence of research fiKilities and equipment, and the basic relationship between universities 
and the Federal Government's support of research. 

The HHS procea and experience with indirect cost is important The weighted average indirect 
cost rate for major research universities negotiated by HHS has remained fairly stable at 48 
percent in 1985 to about 51 percent in 1991.^ 

Many schools over this period have requested significant increases in their indirect cost rates. 
The Division of Cost Allocation within HHS reviews and negotiates indirect cost rates proposed 
by the institution. The negotiation process is important to ensure that the maximum number of 
Federal dollars are used for research expenses and activities. Our audit staff may be called 
upon to support this work. 



Appendix D shows the weighted average indirect costs from 1982 to 1991. It also show^ 
that portion of the overall rate attributable to the various cost centers that make up 
indirect costs. 
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Tbs Depiftaeatli dbct )m pmOf Umtod tte riw in iadiraGt ooM at BBS cogdaat tdiook. 

iteo ttt cflDit is pflopeciK 
HHS CQgrfaat coO<|Bi and uulmiiUei ii 58LS7 paceoL Ibt Mfodttod nto br Umm ume 
."^oob k 5099 pemot, a diOtamw of 7 JS Fmot Thk diOBnaoe jFieldi ettlinited aim^ 
tiv^ df $200 - S300 mflliOB. 

The ebJowhn tabte flhatiitcl the impact of n^otittioQi on ettaWithiin iaiinct ooit ratei The 
table iod idei a feographk spread of "U^ dollar* tcboob and a tummaxy of ail schools 
ne(otiatec< 





I^eroent 


Percent 


Petoent 






indirect 


ooit rate 


1990 . 


1991 proposed 




ptpposcd 


peiotiated 






Howard UoimiHy 


135 


75 


80 


122 


Harvard 










Medical Sdiool 


96 


77 


21 


104.. 


University 


78 


68 


10 


86 


Johns Hopldns Univenity 


74 


64 


10 


74 


UCLA 


48 


46 


02 


63 


University of Washinfton 


70 


51 


19 


66 


Washington University 


62 


60 


02 


64 


Omn 1990 


59 


51 


08 


59 



* final rates have not yet been negotiated, as of April 1991. 

Harvard's original proposal was for 104 percent Tliey subsequently made 
adjustments which resulted in a proposal of 94 percent 

The approximate savinp that result Grom a single percenuge point reduction of the mean 
indirect cost rate nationwide is $43 millioQ. lUs amount is based on calculations using figures 
from 119 major institutions including 19 institutions negotiated by the DOD and includes a 
number of assumptions. The indirect cost associated with the 119 major institutions includes 90 
to 95 percent of all indirect coat paid to educational institutions. 

The savinp that result from indirect cost rate changes at individual institutions vary widely 
depending on a number of factors, such as, the indirect cost rate, the amount of Federal 
research paid to the instttudon and the amount of indirect cosU claimed. Based on national 
averages, the savings per point at individual institutions amounts to about $46,000. 

In our opinion, the current version of 0MB guidance (A-21) does not provide incentives to 
schools to wiji^mtTg or contain cosu allocated to Federal research projects. Buically, A-21 
permia universities to charge expenses to Federal research when those expenses are allowable, 
allocable, and reasonable. Costs are considered reasonable "if the nature of the goods or 
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senica aoquired or applied, and the amount iovolvcd tbmfore, reflect the action thai a 
pnideot penon would have taken under the drcufflstinoei prevailing at the time the decision lo 
incur the ooit was made." lUs subjectire teit of reasonablencaa pr^ida great latitude for 
s<hoob to include many items and servica which might otherwise be excluded under the more 
specific Federal acquisition regulations. A coat is allocable to a specific project if 'the goods or 
services are chargeable or assignable to such cost ob|ectivea in accordance with relative beneOu 
received or other equiuble relationship." Again* the oon-spedficity of A-21 provides dikretlon 
tad, indeed, incentives to schoob to define "benefiu received' to their best advantage. 

Both OIG and non-Federal auditors, when engaged in reviews of granu and contracts at 
colleges and universities, must rely on A-21 for Federal policy regarding the allocability, 
allowability, and reasonableness of charges. Clarification of this policy would enhance the 
auditors' eSectiveneas in their oversight role. 

Audit Requirements 

Id 1979» the House G)mmittee on Government Operations and the Government Accounting 
Office (GAO) released a report criticizing the auditing of F^ral grants to colleges and 
uni\'er$ities calling it haphazard and ineffective. At that time, colleges and universities were 
r&ponsibte for doing ichool-wide auditt of Federal funds (A-llO). (A-102P applied the same 
requirements for State and local governments.) Each Federal agency usually audited only its 
dwn grants, without coordinating with other agencies providing funds to the same school. To 
currect this inefficient approach to auditt at colleges and univenities and redirect scarce HHS 
audit resources to the Medicare, Medicaid and social security programs, the OIG supported 
0MB in the development of a single audit policy. The OIG demonstrated the value of the 
single audit concept by conducting 30 pilot audiu over 3 years. The major outcome of the pilot 
projects was the devekopment of guidelines for single auditt in colleges and universities. The 
Federal inter-agency task force, chaired by 0MB, endorsed use of the guidelines. 

In April 19^, the Inspector General testified before the Committee on Government Operations 
that colleges and universities were reluctant to accept the single audit guidelines. Thus, the IG 
recommended that legislation be enacted to require this practice. Specifically, we recommended 
that the Single Audit Act be amended to cover colleges and universities, as well as State and 
local governments. This proposal was not enacted. However, these principles are now included 
revised 0MB guidance (A-133). 

Untfl January 1990, 0MB guidance (A-110, AttKhroent F) contained provisions for 
organization-wide audits at colleges and universities. However, the Circular was proven to be 
inadequate because the audit requirements lacked sufficient detail and did not require that such 
audits be done in accordance with generally accepted government auditing standards. Further* \i 
did not require the schools to submit the results of their audits to the Federal Government lor 
rc%icw. 
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In responie to thoc perceived inidequKic*. 0MB taued rcviied guSdince (A-133) for ihc 
audiu of iniiitutkxtt of hifhcr cducitioo tnd other nonprofit imtitutioM to strengthen audit 
requirements. Our office worked cloiely with 0MB to develop A'133. 

ettibliihed audit requirements ind defined Federal reipoQiibiUty for colleges and 
univertities tnd otherwise addressed previous defickncSes. This new guidarttc, appliceblfc \o 
audita for fisctl years that begin oo or after January 1, 1990 requires that Khools have an audit 
of Federal awards e\<ry 2 years. Tbe fuU implementation of this circular, will substantially 
increase and improve audit coverage at these institutions. 



^ Appcndi:? E describes the responsibilities of colleges and unhcrsities. and the GIG under 
- A-133. 
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CHAPTER n 

AUPrrPiwDiNf^ 



StaQPR AND MEraODQLOGY 

Using 'dau in our tudli infonuiioo syitem, i« identified reporu of audiu conducted at colleges 
and univenities dudng fbcal yean 1968 (hiough March, 1991. During tha perxxli as shown in 
the ubie below 2,052 audits reports were hsued by OIO. The audiu perfomed by the OIG 
directly iochided 207 preawaid contract audits and 269 audita of costs incurred on granu aod 
contracts. The remaining 71 were reports of special studies and reviews of indirect or direct 
costs. The 1505 noa*federal audits included 944 performed under OMB Circular A- 110, 148 
conducted punuant under OMB Circular A-128;i 359 eatemal audlu of single or multiple 
programs, and 54 miscellaneous reviews, 

TABLE! 



AUDITS OF COLLEGES AND UNIVERSITIES 
PERFORMED IN FISCAL YEARS 1988, 1989 AND 1990/91* 



FISCAL YEAR 

issoEi> fiifi NQH-FEPERAL IQXAI£ 

1988 194 538 732 

1989 174 473 647 
1990/91 121 lai 673 
TOTALS i±l 1>S0S 2.052 



* Includes first six aonths of FY 1991 



Fluctuations in the number of audits performed can be attributed to severs! factors. 
Universities which previously had an audit under Circular A- 110 may have been included in a 
State-wide audit under OMB Circular A* 128 the following year. An A- 128 audit can encompass 
several univenities in one review. For example, the State of Washington included 6 four*\ear 
univenities and 24 communit>' colleges in its 1990 A-128 audit. In addition^ univenities which 
previously had audiu of indi%^ual grants may have chosen to have an audit of the entire 
organization under the guidance in Circular A-110. Such an A-llO audit «x)uld include a review 
of all major grants and contracts and could result in fewer audit reports without a corresponding 
reduction in audit coverage. 

Also, the number of OIG audit reports is a factor of the number of proposals that the 
univenities submit for changeii'ln the indirect cost rates, as well as. requests from other Federal 
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tfeacies. We analyzed these reporti and rtpom and grouped the audit Cndinp into 3 broad 
categories: internal control costs, profram speetflc and other issues and internal review areas. 

AUDIT FWDmO S BY CATCOORY 

For the 42 month period ending March 31. 1991 2052 audits identified a total of 2670 fiodings. 
Over 2000 of these finding were reported in oon*federal audits and 162 were reported in OIG 
audits. The table below shows total findinp bf category. 

TABLE n 



FINDINGS BY CATEGORY 



Category QIG Non-Federal Total EsififiOt 



Internal Control 
Cost 

Totals 



20 


2,1% 


2,216 


83.0 


129 


226 


355 


13.3 






_22 


12 


m 




2.670 


100.0 



The majority of findings were in the internal control systems category. Over 2000 of ihe« 
findings were Identified in non-federal audit reports, in accordance with Federal audit guidance. 

A. fntefiial Control Catceotv 

As shown in Table II, 83 percent of all reported findings were related to internal controls. An 
internal control system Is an overall plan of organization ind methods employed to ensure the 
reliability of accounting data, safeguard assets, promote efficiency, and ensure compliance «ith 
established policies. The types of internal control findings (Table III) included reporting, 
accounting, cash management and propertx of procurement Not filing financial and tcchdcal 
reports In a timely manner is an example of iotemsl control weakness in financial reporting. 
Internal control findings related to an accounting system usually identify weaknesses in 
reconciling accounts and posting accounts In a timely manner. Cash management interna] 
control findinp generally indicate that an orginization was requesting cash from the awan!ing 
agency in excess of its needs, while a cash receipts finding indicates inadequate separation of 
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duties lepnttog reodpc, recoctUng and depotiUng of cash. If an organization did not take 
kttventoty of itt equipment or did not tag its equipment, the finding would be property related 
Oenerally, each finding indudea a reoomnendation or a teriea of reoommendations to COtTCCt • 
repoited weakaets, and the auditee b required to report oo oorreetive action uken. 



, TABLE m 



INTERNAL CONTROL FINDINGS 
BY TYPE 



Type of Finding 


OIG NooFederal 
Number Number 


671 


EfiCSSQt 


Reporting 


S 


666 


30 


Accounting 


3 


503 


506 


23 


Cash Need 


4 


290 


294 


13 


Froiurelnent 


2 


322 


324 


15 


Other 






421 




Totab 


2Q 


2.196 


2.216 


100.0 



1. Internal ContrDk Rftpftflfalf 

Over 600 findings related to financia] reporting. These included findings for not filing financial 
and technicaJ reporu in a timely manner. 



o Lack of internal controls over effort reporting at i western univenity resulted in (he 
foUowing: 

OIG found that many stafT reported 100 percent of their lime on 
departmental administration, when they had actually worked on 
other activities. 

In another instance, at this university's medic^ school, operating 
cost of the medical practice plans»fKulty members seeing private 
patienu-were not recorded in the allocation base which caused an 
excessive amount of cosu to be allocated to federally sponsored 
research. 
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Saltiy Goits of lupport suff who worked for the medictl prvtiee 
plan mm Improperly recorded in the depertmeoul admifuiuation 
ocit pool, bmting cott to federally tpoMoted research. 

The school of mcdidne inappropriately recorded the cost of 
medical malpractice intufaoce to the department administretioo 
cost pook' We found that malpractice claims did not result from 
research projects. Therefore, these costs did not benefit federally 
sponsored rcsesrcb projects. 

An estimated V miUioo of salary ocsts for 3,000 volunteer faculty 
members was not reported, rosuliini in cncasive departmental 
admlnbtratkm costs being charged to federally sponsored lesearch. 

A space utOnation study resulted in operation and maintenance 
cosu inappropriately allocated to federally sponsored research. 

Ai another wcstein school the following were inappropriately reported as indirect cost 

Prt f jdcntial events such as receptions for deans and facult>\ commencement, pre- 
football game activities, and other academic events. 

for the band student affairs, internal work study, and legal fees involving 
the NCAA. 

Prifttint of l(^y^r ichool hiitofv, community relations, and alumni fund raising 
events. 

^minktntion ichoUrihip fundi. 

^ad debtt and related collection and legal costs. 

r^tt related to Undent tosns and endowmcnu, 

g^ ^tt related to atudcnt catak>g. student orientation, and dtssenaiion ediiing 
prcpiration e ipenitt for iht ohmioica. 
Medical liabil it\- malpractice inaursnce. 



The reporting of cost sharing was an area with weak internal conirols. For 
example, at one univenity, findings led to a recommendation that internal 
controls over cost sharing be strengthened by reviewing amounU claimed for 
granu with specific cost sharing requirements. The review was lo dcierminc that 
the amountt were reasonable, aciually expended on the grants, and were not 
claimed on more than cne grant 
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There Wfvre over 500 findinp retatfid to iateama! oontrob over accounting, ADP and payroll 



0 One univcnity't tj/%\tm allowed the cbargini of ooMs to be changed without 
appropriate supporting documeotatioQ and adequate management^approvaL 

0 At another univertHy, general aod nhaidiary ledgen were not periodicaUy 
reooDcfled fix aocunwy. 

0 Another enoipie of an internal oostrol defldency in an accounting lyitem was 
dcjnoQStrated by a S55^5 payment of principle, interest and trustee fees not 
being recorded* 

0 At a midweatera school the OIG found a lack of internal controls over 
accounting naetbodt resulted in: 

- oosu of $106391 being classiOed to uistructton when they should have been 
classified to organized reaeardL 

-inclusion of the media rtsourca center, which has nothing to • th the library, in the 
librtiy cost pool instead of the specialised service center. 



3. Internal Coptrpk Over f^Dsgtr/Pmnwie at and Caah M«ii«| «i>gtn 

The following two examples demonstrate internal control weakness relating to 
property^rocurement and cash management. 



0 In one university, a weakness in the a department's purchasing function allowed an 
empksyee to esUbliih a fictitious company and embezzle over $400,000 from federally 
sponsored research projects. 

o At another univenity, capiul asseU were not ahvays properly reported. Improper 
reporting of capital asseu can raise the cost of federally sponsored research. 
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An *othei^ internal oosttol wetknest is Ohtttnted bf our fladiiig rdtted to reportable 
iBveotiooa. 

s 

0 A feeent OIO review looked at contrdt over iiiveatknii» peteatt, and loyeltiet relaced to 
Dew pcodueta diKovered bgr reaearcben under bderal pants and eootrada. We found 
several documented insUuma ^ntoe invention disck)surea reported inventions developed 
under federal hudlng as being deve te ped without federal fimding. 

Table IV describes the major types of findings in the cost categoiy. The greatest number of 
findinp were related to indirect costs (ia9 Percent), fringe benefits (7.9 Percent) and student 
aid (7.6 Petoent). Tht areas of interest and cost sharing also had a significant number of 
findijQ|i. 

TABLE IV 



REPORTED COST FINDINGS BY TYPE 


Tvoe of Findinff 


OIG 


Non-Federal 


Total 




Indirect Costs 


26 


13 


39 


10.9 


Fringe Benefits 


20 


8 


28 


7.9 


Student Aid 


2 


25 


27 


7.6 


Interest 


11 


15 


26 


7.3 


Cost Sharing 


0 


23 


23 


6.5 


Equipment & Capital 3 


19 


22 


6.2 


Travel 


6 


16 


22 


6.2 


Payroll Preparation 
and Other 




1Q7 


m 


47.4 


Totals 


122 


226 




100.0 
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The foUowiof parifraphi diMuti (hoic typo of oo»t Ondinp oocuirinf mith the fnoit frequency. 

1. lodbocC carii • bdireel mti are ospeniei that are tneurred for cooiboq or joint ob^ectivee, 
and tberefoie cannot be readily and ipedfkaliy identiSed with a particular project, an 
initructional activity or any other imtitutional activity. The ooatt of opentini and maintainiof 
facOitiei, equipment, and groundi; depreciation or im aDowanoe; genenl and departmental 
adminiitrttion; and libraiy upca iei are- typical cxinplea af the typea of ooao which are usually 
com idered aa indirect cons at ooD^ and unlvenitiea. Findinp regardinf indirect coau pertain 
to unaOowaUe ooits, oowioo of appropriate coata fron an indirect con baae or the uie of 
unreaionable aOocatioo nethodk 

Ihe OIO and the Divitkm of Goat ADocatioo (DCA) uode* the Aiaiitant Seoetaiy for 
Manafcment and Budfet (ASMS) p ione er ed an innovative methodolo|y to review and nefotiate 
indirect coat ratea. The OIO auditoit and DCA conduct cooperative reviews of indirect coit 
propoaak The OIO auditors primarily ooOect data and anal>«e selected aspecu of coit pooh 
and allocation basea. We csunined selected iiauei and mads reoommeDdations that substantially 
strenftbened the goveranent'a podtioo in ne|otiationt. 

Summarized below are typical itema the DCA and the GIG find when reviewing an indirect cost 
propoaaL 

o Dtrect Charfe Equivalent - One of the vulnerable aieas of an todirect cost 
propoaal relates to the daoiScation of certain salary and wage cons as 
departmental administration rather than a direct cost function. The OIO has 
often evaluated the dasiiflcarion of selected salaries Kiy interviewinf employees 
and reviewing tioK cards and other supporting documenutioa Frequently, 
that staff actuafly work on direct Ainetiona such as instruction, student affairs 
or recharge oemeis and not departmental administratiian. Miscbssifyiog the 
related salariea has the effect of 0¥efsuting department adminioration oosu 
allocated to federally sponsored projects. 

o Medical Practice Plan (Allocition Baie^ - Within s medical school there are 
revenue producing activities where faculty members sec^ private padenu who 
pay for services received. Although medical practice plans t)eneGt from 
departmental administratioo, some universities remove the costs of operating 
the plana from the allocation base. This effectKety undenutes the indirect 
cost allocation base and results in an exceu amount of idepartmenul 
administration oosu being allocated to federally sponsonsd resesrcfaL 

0 Medical Practice Plan (Pool Costs) - Some untvenicies vrith medical schools 
may attempt to include the salary costt of support suff who vK>rk for medical 
practice plans in the departmental adminbtration cost pool Generally, 
support staff schedule appointments and bill private paticnu for services 
rendered and that from which the federal government receives oo beneGt 
This would neoeuiute a reduction in the departmental administration coat 
pool for operating expenses of the medical practice plan. 
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Q t *^>^H^y InmnW * UahmMei tometiMM inchite coiti whicb m 

WH related lo me«|di, nich ai pttabum kt sedieal nilpractioe {iii*jraope» 
in the depertatmal idmWitritiea cnt pook We found ibel malprectke 
cUimi lad UtiptioQ aite out of oofaal boipital activitiei tad not bom 
fciearch pipfedi Obitt (br malpractioe iniurMice did oo( beneflt federiUy 
spooioced reieiidii cnept wjieie there mfBfe diokal ttudiei invoMnf patienu. 
The 010 recommended that DCA lemowe the unaOomUe portioa of 
malpractice imurance bom the depertment coit pooh. 

0 Vohintafy Qiipcal Faculty • Uni«mitiea which mc voluQteiy factilty do not 
alwayi make oeeeasaiy adjustmeatt to iochide uaoompenuted stiff in an 
aUocatioD beae. Il ii neoeaaaiy to sake auch wQuitmenta ao that support costs 
are aUocated to aD bculty who benefit Support ooiti typically include 
preparatkM of ooune material tmddnf of initnictkmal time and preparation 
of documeautkM of academic advancement Since there were no salary cosu 
In the aDocatkxi of departmental administratfon ooitt was oventated to 
federally sponsored research. Ihe 010 recommended that DCA increase the 
base by the estimated ooai of $7 millkm for the voluntary Ubor. 

0 gn>i^ Vtlllratinn * Universities often use spedal studies to allocate certain 
indirect costs. However, it is incumbent on che univenity to update iu studies 
for chanfes which wiH afifect the allocation of costs. The GIG found that the 
univeruty used a space utiUzatkm study from 1967 to allocate operation and 
maintenance costs in its 1969 indirect coat proposal We reviewed the study 
and identified four departments for which space had been reassigned since 
1967, but the space utilization snidy had not been changed. The GIG 
reported the oventatement to DCA for use in oegotiationa. 

The results of our work were conveyed to DCA in the form of summary work papen and 
discussions at pre-negotiation strategy mcetingL In addition to performing the field wort 
abo participated with DCA in direct ncfotiatwns with the univenity. 

0 Interest Income • At an east cost university, the GIG reviewed interest and 
cosu and reviewed a space utilization study which was used to alkxate about 
61 percent of federal indirect cost The GIG found that certain interest 
income was not used to reduce interest coau and that the space study wu not 
properly supported. As a resuh of thb review, the indirect cost rate was 
reduced by ahout 9 percent for Fiscal Year 1990 and about 17 percent for the 
remaining three fbcal years. 

0 Administration And Depfcctstioo . At another university, the GIG assisted the 
DCA by reviewing depreciatk>n expense, sponsored project administration, 
library expenso and departmental adznintstratk>n. The DCA negotiated an 
indirect rate kswer than that prcpoaed by the univenity. 



II-S 



ERIC 



341 



o FftofaBgncfti - At a uoivmity in New York, the 010 auditon reviewed 
frisie benefit opeoM. Boed oo the a4iu<ttmM »^ ^ Q^toti*^ ^ 
the DGA, theic weie nibttaatial sevinp to the bderal fOfvenifflent 

During a recent leview of cost tnocationa by a private eaitern collefe to itt indirect coat rate, 
tht OIG Uentifled the bOowing csounplea of unaOowible tad inappropriate coata: 

0 ny^M^t'* TWl/RnomiAfemli, ^ intppfopriitely included the Preaktenl s 
wife who k a nember of the CKulty. llie school withdrew these charges. 

0 TnalfM T^^«ni»tA4i^ indudli,. e«enaea far wivea of trustees, OIG 
ako noted thM liquor (ot such purposes as ahimni dubs, commencement, and 
student bieakteti were iaehided. Thrvd cs^enacn for trustees who donated 
their tnvd and did not receive lei mbur sement w« abo claimed by the school 
The school withdrew total trustee csqpenses, 

0 A ehauffteur fa the President's oflfae as claimed. Aho a chauffeur for the 
trustee's office w« claimed. The school withdrew these accounU in total 

0 Pfg^ktent't offk ^ entertainment cmensc- The school withdrew these 
ctpeoies. 

0 Lg>ml menses for 

• suit by underground newspaper regarding violation of student's civi] 
rights. The school withdrew this claim. 

. U.S. Justice Depsrtment Anti-Trust Suit 

- Anti-That private, suit related to price flxing of tuition. The school 
withdrew these costs. 

- undergraduate committee on standards relating to ac^mic plagiarism. The school 
withdrew these charges. 

o Qp^ time out piiCTITmit Iffvfec because the sdml laid ofC. forced early 

retirement or reduced the effort of employees. These cosu include insurance, 
termination or severance expenses for positions relating to student 
administrttion and other institutional non-research activities (Faculty Cub). 

o Charges for egL^iomcnt no lonyer in service . This involved donated cquipmcnl 
which is no longer in use. 

o Qiirges for use allowance for a temporaiv buHdlng no longer in use. 

o c;harfes for operations and maintenance on miscellaneous property f?U><<} ^0 
other institutional activities . These included s student parking lot and 
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driveMv to bMtboiM, stortfe facOity for collefe canon and kayaks, cabin (uiod for 
varioitf ooOefe AmcUom and under tha reapooaibOity of the atUetie depannest), a 
bouse donated by tbe fonner Preaidem. eoHeie grant buSklinp, a biatoric oottage, and 
a buiklini ued by fine artt from pottery claaea. The 3cbool withdrew all these 
acoounti. 

o yn fliQwthte Igfil eraensea at an organiaatkm aOiliated with and easter 
private school were included in itt indirect coat pool Ihe school sent a 
check for the omtfaarie. 

o Dfepfanation fi prnr* proposed by a mkl-wes;vim unimsity for buikliop and 
equipment were not ooaputed in accordance with the cost priadplea let forth 
in 0MB aieular A-21. SpedScally, the cuneot depreciable nlue of aisett 
wu determined by deductfaig cumulative uae-aDowanoes taken, rather than 
•GcumuUted depiedatfoa from the asieta aoquiaitkn oosta. In addition, 
depredation csqwaea weie oveituted because (Q the useful Kfe of asieu was 
not baaed on actual ea ^ ) e r teo c e and (i!) saKafe vahiea were not eonaidered. 
The actknv bf out univenity leiulted in overautinf the univefsity*s propoaed 
indirect cost rate for orpuoiaad reaear^ fay 533 peroenUfe points. A 
decrease of 533 pointt is equivalettt to about $2 mitUon annuaOy in iodirect 
cost reimbursement under federal granu and contracts. 

o OIG found tipi*fe^«« ^ftrffflrftt in ttr «t a mid-westere 

school We found an inordinate number of exceptiona relatini to tbe accuracy 
of the dau collected and determined that tbe propoaed eneriy coau 
applicable to research were sipificantiy oversUted. 

o Cn«t of Qpftratiny mi Emermetiul Farma C h^rye to the Frfffil Qr^"^^^ A study 
at another mid-weatem schod reviewed research indirect ooat ratca. Tbe primary rates 
pertain to reaeaieh awards made to the two main campusea whidi are identified by the 
univenity as the doctoral cluster. Included in the developmeot of these rates was a 
component known as experimental farms. These "farms' represent a significant 
enterprise within the school system. 

Our review disclosed that the practice resulted in a large portion of tbe coau of operating the 
farms being charged to research awards that did not invoKe the use of the farms. Conversely, 
only the remaining smaDcr portion of the cost was being charged to tbe research awards that 
invoked the use of the farms. In addition, this practke has resulted io the amjual farm 
operating coaU being improperly charged to the federal government due to the fact that 
relatively small portion of the federal awards invoWcd the use of the farms. 

o An OIG review disclosed at another mid-western school a signiGcani misallocaiion of 
space idcntiGed as organized research should have been classified as instruciion or 
some other fiinction and not allocated to federal programs. 
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2. Frifife Beodkt - Frinfe Benefitt pfovkkd bf eduetUonal imtitutioitt are usually io the form 
of paid vacations, boUdayi, sick leave, bealtb and Ufe insuranoe, aod oontributk»is to social 
security and uneraptoyment insurance and pensioa plaoL Tlie costs of these beneflu are 
allowable charges if the beneflu are equitable and granted in accordance with policies of the 
institution, basts. A Gnding in this area occurs when a univenity claimed more fringe benefits 
on federal awards than was actually incurred. 

o We found that one unfvefslty, we delayed the adoption of nnanctal accounting 
standards related to employen* aooounting for peuiooa. This means that 
more retirement expense was reooided during the two years ended August 31, 
1969 than would have been pennitted had the standard been implemented. 
As a resultf federal research grants were a¥ercbargedL 

1) 010 auditois found that one unh^rsity inappropriately excluded from 
the labor base, the costs associated with non-univenity employees, 
working at an off-site kxatioo. 

2) Ai another university, we found that the school excluded from the 
pool of fringe beneflu' oosu associated with univenity empk>yees 
wrking at an off-site k)catk)o. In additk>n, we found that the 
university Included in the pool fringe benefiu i;5sociated with non- 
univenity empk>yees. 

3) We que$tk>ned $736,975 of empk)yees compensated absences which were 
included in one university's fringe benefit pool because there was no 
documenutk)n to support the charge. 

3. Student AkI - These findinp usually involved the Nuning Student Loan and Health 
Profeuions Student Loan programs. These programs are used to provide financial assisunce to 
eligible studenu. The auditon reported findinp that the univenity maintained excess cash for 
these programs, failed to credit investment eaminp to the programs or disbursed loans while 
the programs were in suspension. 

o At one univenity a problem was identified involving the Nuning Student Loan 
(NSL) and Health Profession Student Loan Programs (HPSL). The school 
accumulated excess cash under the NSL and HPSL programs. Federal 
guidelines require that funds in excess of those needed should be reported on 
the annual operating report issued by the univenity and returned to the 
federal government. 

o At another univenity, loans had not been made for its HPSL program for its 
HPSL program for the past two years. However, a federal fund balance of 
$94,770 had been retained. 
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0 Another colle|e*a NSL profrtm wm placed oo auipemioD by HHS on January 
1, 1967 and wai returned to active atatui on Januuy 1, 1969. The college 
disbuned loan totaUInf WfiSO while the prognuD wai suspended The 
coHege returned S23,068 to HHS for loans disbuned during the suspension 
period. 

4; laterat - The interest category peruins to either the cost of borrowing upital or interest 
income not credited to federal awards or programs. Under Circular A-21, cosu incurred for 
intereu oo borrowed capital are unallowable except when aiaociated with assett used in support 
of sponsored agreements for (1) buUdinp acquired or completed on or after July 1, 1982, (2) 
major reconstruction and reoK)deting of esdsting buQdings completed on or after July 1, 1982, 
awS (3) acquisition or fabrication of capital equipment completed on or after July 1, 1982 
coating S 10,000 or more if agreed to by the granting agency. 

0 At one university we found two recharge centen which had not rebated 
interest expense due to the federal government The two recharge centers 
had budgeted for the rebates, but the univernty had not submitted any 
paymentt for the past three fiscal yean. The federal portion of interest is 
based on a ratio of federal usage to total usage. 

o In another example, we found that interot income of $690,855 had been 
earned on the invatment of HPL5 and NSL program funds both the income 
earned was not credited to the program as required. We found that the state 
comptroller bad been investing HPSL and NSL program funds. However, 
none of the earnings on the invested program funds were credited to the fund 
balances as required Instead, all the earnings were credited to the state's 
general bank account and then made available to the state legislature as 
discretionary funds. 

5. Cost sharing * Coat sharing is work preformed directly on a research grant or contract that is 
not charged to the grant or contract Fbr example, certain principle investigators spend more 
actual effort on a grant than is billed to the sponsoring agency. This unreimbursed effort is 
considered to be cost sharing. Prior to 1966, HHS had agreemenu with various educational 
institutions which required the schools to cost share some predetermined percentage of their 
total HHS research effort The required cost sharing percenuges varied from institution to 
institution. The 1966 HHS appropriation bill ren>oved the institutional cost sharing requirement 
since it was not equitable among all schools. 

According to 0MB Circular A-21, cost sharing should be included as part of the organized 
research base for determining the indirect cost rate to be applied to grants and contracts. 
Findings oo cost sharing pertain to whether colleges and universities are property identifying 
cost sharing on research projects and including cost sharing in the development of indirect cost 
rates. 

Past rcMCA^ at colleges and universities showed that cost sharing is not alwa>^ identified and 
accounted for in the determination of the indirect cost rate. This can result in a proposed rate 
which is inflated. 
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0 At one ichool we fouad thit became of poor contioli over fioucial reportiof^t could 
oot be detetmined U»t unouati reported « cost iharinf were reaioiuble, aetutUy 
eqmded on the fnmts, ud not dtimed on more than one grut 

o At uotber uaivenity, auditon determined that tupportlsf documenutioa for ooat- 
ahaiing wm inmfficieat For example, a Depattneat of Energy (DOE) grant, required 
coat ibating in the form of student aniitaat lalarks, equipiaent rental, and other items. 
We found that only ooit* related to one year was adequately supported in the cost 
sharing files. 

& ri|iii|if nt aad capital apeoditanB • Equipment is defined as no n eap en daMe tangible 
personal property having a useful Ufo of more that 2 years, aad an acquisition cost of $500 or 
more per unit Capital eapenditurea for equipment pertain to the cost of the asset including the 
cost to put it in pteoe. Ilwse ocsts may include acces aorie s or modifications or andllaiy charges 
such aa tans, duty, insurance, M^t and installation. Under Oicular A-21, capital openditures 
Cor equipment, buddings, aad land are unallowable as direct charges, ooept when appioved in 
advance by the sponsoring agency or specified in grantt administration policy. In addition, 
capital eacpenditures are unallowable as indirect costs unlea capitalized. Examples of findingi 
we uncovered in this category included equipment purchasa that were esqwnsed instead of 
capitalized and purchases wfaidi were made without prior approval of the contracting officer. 



Tsble V describes the major types of findings in the program specific category. 



PROGRAM SPECIFIC FINDINGS 
BY TYPE 



Type Tending 



OIG Non-Federal Total Percent 



Billing and Collection 0 
Eligibility 1 
Matching Funds 0 
Other & 
Totals J, 



37 
15 
5 

22 



37 
16 
5 

35 



39.8 
17.2 
5.4 
37.6 
100.0 
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Finding ia the pffograa ipedfle cate|oqr mual}y pertibi to tpedfic federal proframs lucb u the 
Nunlag Student Loan. Health Educattai AtiiitaiM Loan and Guaranteed Student Loan 
Programa. Id addition, Head Start pfafraai which aie lometimei manafed and operated by 
uaivenitlei and ooD^ea, are included in ihii eatefofy. 



An emple of this cat^oiy of flMog foDowi: 

0 At one unhmlty, we found that eipenditurei in one o( the forty federal awvdi 

reviewed were not property reflected in the Snandal report Ihe grant awarded to the 
univettity induded eqpendbum of $4},027 10 be made Asa 
rc qui te n cnt of the agreemeiM, the tubgrantee wai to prwide a financial report and 
docuaenution oTeacpenditurei prior to reinbunement In the period reviewed, no 
docunenutioa waa recdved torn the ttibgrantee and no reimburMmenU were made. 
However, the unhmhy induded subgrantee expendituret tn the report submitted to 
the fondfaig agency. 

All financial aid programa require that atudeat financial needs be determined ai part of the 
awarding pcoceit and that awards be limited to the financial needs of the applicants. Findings 
in this category generally mean that the university did not adequately screen applicants to 
determine eligibility. An enmple of this finding follows: 

o At another unKenity, it was found that redpientt of the first-year studenu of Exceptional 
Flnancia] Need Scholarship (EFH) were awarded financial aid packages that exceeded 
their floandal needs. The same studenU also submitted applications for loans under the 
health education aisistanoe loan and guaranteed student loan programs* When the EFN 
proceeds of the loans requested, instead of withdrawing their loan applications. It was 
recommended that the univenity repay 159,600 for all loans overswarded and convert all 
amounts paid into institutional loana. ^ 

o At another university, it was found that studenu received more than two financial aid 
awards from the same program during the academic year. In one insunce a student was 
not enrolled in school for the faQ semester but a $795 pell grant was posted to the 
student's account It was reoommeoded that the university implement procedures 
requiring the review of student financial aid awards to data contained in the iinandal aid 
office. Some studenu were overawvded financial aid based on enrollment status. The 
studenu actually enrolled for fei^er hours than the number of hours used to compute 
their award amount The univenity overawarded $R,070 to these studenu. 

Some federal granu require an unhwnity to match funds on specific programs, for example, the 
gerontology curriculum development program. A finding in this category occurs when the 
unhwrsity was deficient in providing matching funds as required by the provisions of the federal 
grant agreemeat 

o Some federal granU require a university to match funds on specific programs, for 
example, the gerontology curriculum development program at misstssippi valley state 
university. The non-federal auditors determined that the university was deficient in 
providing matching funds in this program as required by the provisions of the federal 
grant agreement 

Fmdings in the program specific category usuaDy pertain to specific federal programs 
such as the nursing student loan, health profenioos student loan, health education 
assistance loan and guaranteed student loan programs. In addition, head stan 
programs, managed and operated by one universities and colleges, are included in 
this category. 
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Over many yean Kve have perfornied thouunda of audita in colle|ea and univenitiea. Only 
about 1 percent of the department's outliyi are in research granu to univenitiea and nonprofit 
aiencka. Yet, we devote approximate^ tWe timea tha^ rate aa paft of o^r audit work plan. 
Even this rate repreaenta oi^y a tiny firaction of the reaouroea needed to audit effective^ all the 
schools aasipwd to our departmenL It raiaea aetioua coooem aa to whether it servea the best 
iateieat of our department to divert mocc rcaoums from other programa, such aa Social 
Security* Medicare^ and sodal prograna, in order to increase coverage of this area. The better 
answer baa to be in a new approach to oversight . rdated to these institutions. 

Our audit fiiidingi» special studiea, and implementatioo of OMB circulars and the single audit 
act have provided ua with maiiy ina(|hta Into the problema in ftmding research. This knowledge 
and c a p e ri eo c e led to the deveiopoaeat of a "Long Range Strategy for Reviewing the Flnandai 
and Prognunmatic Reaeardb ActMtiea Conducted by OoUegea» Univenitiea and Nonprofit 
Organizatiom for the Federal Oovemment* Pubtished in, March 1991, the strategy buikis upon 
our body of work and Is designed to address qfstemk internal control probk^ms, In the kmg 
nnge stntegy» we define am 40 audit areas of ongoing or planned work. Hiirteen areas will 
addrcsa coat ooatainment issuea. For example, we will: (1) identify existing govemmentwkle 
cost oonUinment initiativea which have been effective and determine if they might be applied to 
colleges and univenitiea; and (2) review how NIH can better mom'tor research costs. Ten audit 
areas will address indlrea cost reimbursement issues, and 17 areaa will address the federal 
system for finding teaeardi and the adequacy of Federal oversight. We will also klentify 
alternative approachea to monitofing research effbrta. 

Nine of the aignificant studies included in the OIO*s strategic plan are discussed bekiw. 
m Review of OMB areulafA.21 

In March and April of 1991, several coogressk>na! hearings were held which brought to light 
examples of unreasonable and excessive charges to Federal research. Such items u yachts, 
antique oommodea and Uquor were found to have been alk)cated to research through various 
overhead accounts. To addreas thia problem, the OMB announced on April 22, 1991, that it 
planned to revise Circular A-21 to provUe more wptdMty with regard to those administrative 
and enteruinment ooata which are unaDowable* llie HHS Task Force on A-21 will be 
recommending changea similar to thoae announced by the OMB, and will address other short 
term changes. We also wiO undertake a study to kx>k at k>ng range changes to A-21. 

Over the yean we have made or supported recommendations to revise A-21 in the area of 
indirect coats. For e»un|^ in a report issued in Focal Year 1966, we recommended that 
departmental adminiatratk>n, one of the administrative coat centers, be capped at 7 percent 
Our recommendation waa only partially accepted and a fixed rate of 3.6 percent was adopted for 
certain departmental staCL We also supported a recommendatkm in 1966 to cap at 26 percent 
four administrative coat centers - general administratkMi, departmenal administration, sponsored 
projecu administratk)n, and student services administratkHL This rate was to eventually be 
k)wered to 20 percent This recommendatk>n waa never implemented. We have summarized 
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and analyzed numeiDui reoommendatloni and luffotloiii for revitions lo A-21 and hive shared 
thb inrormatioD with other oofflponeDtt in our Department, other Federal agenciet, and the 
0M& We plan to mrk with the HHS Taak Force to ftirther icudy and develop more broad- 
based reforms to A-21. 

Currently, w are reviewing Ghargea made to indirect coats in 13 colleges and univenities. Our 
. reviews ^ determine (i) whether such diarges are allowable and appropriate under 0MB 
Circular A-21 and (il) the nature of such chargei and the degree of their relationship to 
activities which support the research effort Our review will concentrate on the general 
administrative coat pool but may abo include tesu of the maintenance and operations and other 
cost centenL Appendix F provides eureples of unallowable or inappropriate indirect costs 
contained in cost pools. Certain charges may current^ be allowed under Circular A-21 but may 
also not haw either a direct or indirect relationahip to research. Also, some charges although 
allowable, may be perceived to be extravagant or otherwise inappropriate. We will identify such 
charges during these revkwi. Reviews will aho be done at those schools where we are 
providing assistance to the DCA. The 13 schools inchided in the review are: Yale, Dartmouth, 
Rutgers, University of Pennsylvania, Johns Hopkins, University of Pittsburgh, Duke, Emory, 
University of O^go, University of Michigan, Unhmity of Texu Health Science Center at 
Dallas, Washington University, and Univenity of Southern California. 

(It ControU over recharye center billinf rates 

Recharge centers are those unita or centers which provide the univenity with a specialized 
service on a continuing bask The centers provide the required services and charge their costs 
to users on the basis of established rates. Rates should be designed to recover not more than 
the aggrepte coat of goods and services. Each center generally aooounu for iu revenues and 
expenses in a separate account known as a recharge center. This review will determine whether 
universities are adjusting their billing rates for recharge centers on an annual basis to eliminate 
accumulated surpluses/dendts, ensure that only allowable costs are included in cakulating the 
billing rates. 

Typical examples of such centers include data processing, motor pools, telecommunications, 
supplies, and research animal facilities. Some univenities have more than a hundred recharge 
centers. 

At selected universities we will: kfentUy and assen univenity internal controls over recharge 
centers, review the componentt of the billing rates and note whether only alk>wable costs are 
included in the rates, determine whether the ume rate charged to federal research granU is 
used to charge other usen, and determine whether the operating costs of recharge centen is 
properly excluded from indirect cost proposals. 

For those recharge centen with surpluses we inter>d to calculate and recommend recovery of 
any resulting overcharges to federal grants and oontrKts. 



ni-2 



r\ ^ 



349 



(%\ Mttpfcticg iMurince 

In this OIO scudy we will review a ample of univeniiiet with medicil KhooU (o decennine how 
schoob are charfinf medical liability inturance cocti. 0M6 Circular A-21 does not provide 
specific guidance on (he charging of medical liability iniurance cost However, the circular 
atlowi iniurance which ii required or approved and ii maintained pursuant to the sponsored 
awaid. It also allows insurance (with certain limitations) maintained by the institution for the 
general conduct of its actwitiea. 

Previous reviews in the area of medical liability insurance have shown that colleges and 
untvenities have been inconsbtent in charging this cost to federally-sponsored research. Some 
univenities were charging medical liability insurance to federally-sponsored research which 
received no benefit from this insurance, 

(4) Analysis of research direct costs 

This review will focus on bow NIH funds are used by colleges and universities. Budgets in the 
sward documenU conuin cosu by line item; however, there are no restrictions on moving funds 
between budget line items. &penditure reporu are not required to show how funds are 
actually spent Are we getting what we intended to pay for? Our review will also consider 
what information NIH actually needs to properly monitor research costs. We will begin this 
initiative by creating a national data base of budgeted amounU by cost element. A sample of 
granU will be selected from the data base. Regions with granu at Khools located within iu 
region will consider using tiger teams to document actual expenditures on each grant 

ffl UtiliMtion of reaearch equipment 

This study will determine whether federal sponsoring agencies and public and private schools are 
effectively mana^ng equipment purchased with federal funds. Is equipment that has been 
purchased being used? Do ooHeges and universities maintain on a current basis detailed 
inventory records? Do colleges and univenities have a screening process to avoid the purchase 
of unnecessary and duplicative equipment? Do they determine if equipment purchased for use 
on federal research can be used on other granU and contracU? We will also determine whether 
federal agencies make maximum use of the government's right to transfer title to the federal 
government or other third parties. 

^6^ RcN/iew of infrastructure ■ faciiiiia replacement 

This review will detciTnine (1) if new construction or renovation of existing facilities is 
reasonable and necc^ary in support of federal research; and (2) the impact of interest a^sts, use 
allowances and ot^jr capital cosu related to facility replacement on indirect cost rates. 

Billions of dollars are expected to be spent on constructing and renovating research facilities 
over the next several ycant The federal government does not participate in these ouMay 
decisions even though it pays for a substantial portion of the outlays through research grants 
and contracts. 
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Infruinicture ooitr are deflned u capital eKpendiiuret for the oomtruciion of new buildinp 
and/or the renovation of emiing faciliiiei. Capital coats, which include imeresi expenses and 
depreciacioii or use allowtncet, are reimbursed as part of indirect coau charged (o granu and 
conCracu. 

Infrastructure related ooaU are perceived to be one of the fastest growing componenu of 
indirect coats. For example, in 1969 infrastructure related coau for a major eastern university 
accounted for 4.8 percent of the toul proposed indirect costs. For 1992, the university*s 
infrutructure related coaU is estimated to rise to about 11.1 Percent of total indirect costs, an 
increase of 131 percent For the same time period, the umvenity*s overall indirect cost rate fs 
estimated to rise from 66.1 percent in 19R9 to 74 percent for 1992 - an increase of almost 12 
percent 

Universities can oonut>l the federal share of infrastructure related cosu merely by shifting 
research activities into buildinp of iu choosing. The federal government is usually not aware 
that this b occurring since infrastructure cosu are included in indirect cost pools. 

The liberal relmbufsement of infrastructure cosu via indirect cosu may have encouraged 
universities to undertake major construction projecu to increase and upgrade their research 
spsce. This upgrading helps univenities to compete for additional research granu and to attract 
and retain top principal investigators and graduate students. In the short term, however, the 
federal government may be paying higher indirect cosu for the same level of research output 
white universities simply substitute new research space for oM research space. 

The significant increases in infrastructure related cosu could increase as more universities take 
advantage of the system which alk)ws them to upgrade their research facilities knowing that the 
federal go«cmment will share in the cosu. The more aggreuive unhwnities may even embark 
on an infrastructure 'arms race* to acquire the most modem research facilities in order to 
obtain a competitive edge over other institutions and as a way of enhancing iu own "prestige." 

At selected universities our review will determine if the infrastructure cosu of new or renovated 
facilities was an economically and necessary alternative to support federal research. 

m Application of cost caos 

This review will determine the feasibility of caps for research salaries, other direct cosu and 
indirect cosU. We will: a) survey other agencies and departmenu regarding their application of 
caps on salaries and other cosU, and b) determine which cost categories, if any, may be best 
controlled through the use of caps. We will determine whether current salary caps are working 
as intended. Many researchers on federal granu do not make over $125,000. Those 
researchers that exceed the limiu are for the most part medical doctors, at the medical research 
universities. In this regard, various caps may be needed depending on the type of position. We 
will consider the appropriateneu oi* the use of caps by type of position, by region and by type 
of institution. 
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In 1966, when indirect ooit oeilinp were lifted, mindatory cost sharinf wai required of grantees. 
However, mandatory ooit tharing wai eliminated in 1966 and indirect ceilingi were never 
relmpoied. We will remrcta and study ways of improving the indirect cost proceu u well as 
methods of providing ineentivei for containing the administrative cosu associated with research. 

iR\ Idctitlfc toul reaeaKsh effort indieatint cost sharint 

This review will determine if colleges, univenities and nonprofit organizations are properly 
identifying cost sharing oo research projects and if they are proper^ including cost sharing in 
the development of indirect cost ratea. This review wiH also examine the meriu of making cost 
sharing a mandatory part of federally supported research at colleges and univenities. Their is 
support for maadatoiy coat sharing as a simple method of increasing the amount of total 
research at coUegea and universities. 

Work performed directly on a research grant or contract that is not charged to the grant or 
contract is commonly referred to as cost sharing. According to OMB Circular A-21 cost ^ 
principles for colleges and univertities and OMB Circular A-122 for nonprofit organizations, if 
cost sharing oocmt, even though voluntary and informal, it shouki be included as part of the 
organized research base for determining the indirect cost rate to be applied to granU and 
contracts. 

Put reviews at colle^ and univenities and rionprofit organizations showed that cost sharing is 
not always properly identified and accounted for in the determinatkm of the indirect cost rate. 
This can result in a negotiated rate which is inflated The extent of such practices and their 
Impact on research cosu will be examined during this review. 

(9\ Review of indirect costs claimed for subcontract cosU 

This study will determine if univenities are properly excluding subcontract cosu from the direct 
costs base prk>r to applying the indirect cost rate. Under Circular A-21 Khoote are to distribute 
indirect costt to applicable sponsored agreemenu on the basis of modified total direct costs 
(midc)» consisting of salaries and wag^ fringe bcncfitt, materials and supplies, services, travel 
and subgranU and suboontractt up to $25,000. 

Some univenities may not be applying the $25,000 limit in a consistent manner. Rather, some 
univenities may be including these subcontract cosu on an annual basis rather than the one 
time addition. This practice woukJ increase indirect cosU recovery and, as a result, increase 
federal costt. 

Our review at selected univenities will determine if the provisions of A-21 with respect to the 
limits on subcontracu are being properly implemented 
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Chapter IV 



Fwnifg Patent 



Our audic finding! and experience over (be yean lead ui (o believe (hai (here must be be((er 
ways for (he Federal Govemmen( (o deal mi(h reimbunefflen( for research efloru on (rants and 
contracts at colleges and universities. There are many op(ions for beder .ensuring (ha( the 
dollars available produce the maximum support for icien(inc research. We have idendfied a 
number of op(iorKs (ha( migh( be considered for fianher s(udy, including: 

0 Indirect Coat Rates 

Signiflcantly amend, ai OMB proposes, or modify Circular A'-21 to ensure that certain 
specific costs are excluded from iDdirect cost reimbursements paid to colleges and 
univenities receiving Federal research grants, 

0 Block Grant 

Block grant research dollars to universities. Under this option, institutions wu\d be 
given a set amount of money to meet the joint governmental institution research 
goals. The institution would determine how much would go for direct and indirect 
coits. 

0 Principal Investigators 

Award research dollars to principal investigaton. The investigator would then be 
responsible for including in their propouts the indirect cost component at the school 
where the research will take place. The investigator and the school would be forced 
to negotiate direct and indirect costs. 

0 Standardizrd Accounting Svttems 

Mandate a standardized accounting system for the major colleges and universities 
hosting Federal research grants that would reduce variations among schools as to how 
they account for and allocate costs. 



Place a cap on the indirect cost rate. For example, limit the indirect cost rate to the 
mean or average rate. Under this option, the savings from capping indirect costs 
could increase the number of grants and funding levels for science. 

0 Limit Rates 

Limit future indirect cost rates at a level which docs not exceed the schooKs 1991 
negotiated rate. 
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Lowett Level Charted 

Limit the indirect coit race for Oovemmeni research grants lo the lowest level 
charted by the institution to other U.S. and foreign entiiies. The OIG has observed 
diflerentirl treaiment for research funded by the Govemmeni vs. Research 
performed oo behalf of U.S. and foreign corporaiions and foundations. 

Both public and private schools charge a lower indirect cost rate to foundations, 
public corporations and foreip Governments for research prajecu than they do to 
the U5* Government for federally funded research. Some schools waive the 
indirect coat rate, even for a million dollar contract with a pubUcaily traded 
corporation. Scboob with a Federal indirect coat rate as high as 77 percent waive 
or reduce the rate with other entities to as little as 6 or 10 percent Othen have a 
sliding scale, for the indirect cost rate, using whatever rate can be negotiated. It 
appears clear from this anecdotal information that schoob may be looking to the 
" Federal Government to cover the overhead associated with research performed for 
nonfederal and foreign entities. 

Coti Shiring 

Mandate ''coat sharing" for research, Le., the Kbool would contribute a percentage 
of the total coat of research. This notion of coat sharing was previously in place but 
was found to be inequitable among Khoob. The practice was discontinued in 19B6. 
With a#titiof » thought and work, cost sharing might be feasible. It was not 
equitable among all schools, so the practice was discontinued. With additional 
thought and wwk, cost sharing might be feasible. 

AJd.oii Coats 

Limit indirect cosu to only those expenditures that are add-on costs to the 
:3Stitutk>ns for supporting research. Those university cosu that would be incurred 
whether or not the research was being conducted woukS thereby not be eligible for 
indirect cost support 

Fundtnyt for Oveniiht 

Inc sase funding levels for Federal oversight efforU (audit and cost alkxatk)n work 
at educatk)nal and nonprofit institutions. 

Agency Specific Ncfotiations 

Do away with govemmentwidc rules, and alk)w granting agencies to negotiate the 
rates for their agencia* grant programs separately. Currently, at NIH, for example, 
scientists submit proposals for new granU to scientists. However, the indirect cost 
rates are negotiated without either scientiGc party. It takes place between the 
accountanU at the university finance oflke and the accountanu for the Department. 
The proposed option woukl mean an agency could negotiate a rate for all their 
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grantt by discipUne. Id this wty, biomedical reaearch and social research cosu could 
have ditTerent ratea. 



Seek legal suthority for the actual reoovety of inappropriate expeoditu. barged to 
indtiect cost poob and for iheir return for programming for future funUur of 
sdenoe. Cunently, when auditon note flndinp which are sustained, there b no 
check thai k tefldmd back to the program for future mc in scientifk research. 
The general practice is to offiei the amount against future indirect cost rates. In 
some casea there may be adjustmenU between the direct and indirect coat pools. 
The net dOoci k that the onney seldom leaves the campus. On some fair^ rare 
occatkMM, there have beet rbccks written to pay back the money. However, the 
fundi do not go to be reprogrammed for new research, but to the general fund of 
the treasury. The system does not lead to much in the way of accountability or 
incentives for efficient uas of those funds. 
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Appendix B 



A-21 



A-no 



A-128 



A-133 



QMB CmC\Jl>RS 



COST PRINCIPLES FOR EDUCATIONAL INSTITUTIONS 

Provides to coUegei aod univertities, u well u Federal Agencies, 
the principles for determining the cosu eppUcible to research and 
other work perfonned under federally sponsored agreements. 

INDIRECT COST RAT ES> AU DFT AND AUDIT FOLLOW-UP 
AT EDUCATIONAL INSTITUTIONS 

Esublishes indirect cost rates, auditing, correcting systems 
deSciencies and resolving questioned costs. 

UNIFORM ADMINBTRATIVE REQUIREMENT S FOR 
GRANTS AND OTHER AGREEMENTS WITH INSTITUTICNS 
OF HIGHER EDUCATION, HOSPITALS AND OTHER NON 
PROFTT ORGANIZATIONS 

Provides guidance to grantees and contraaors for financial 
management of federal funds received. 

AUDITS OF STATE AND LOCAL GOVERNMENTS 

Establishes audit requirements for Sute and local govemmenu 
receiving federal aid and defines federal responsibilities for 
implementing and monitoring those requirements. 

AUDITS OF INSTITUTIONS OF HIGHER EDUCATION AND 
OTKER NON PROFIT INSFITUTIONS 

Establishes audit requiremenu and defines federal responsibilities 
for colleges and umverstties. Requires schools have audit of federal 
awards every two yean. 
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DIRECT AND INDIRECT RESF.ARCH COSTS - TOP 20 COLLEGES AND UNIVERSITIES 

BY COGNIZANCE 
(DOLLARS IN THOUSANDS) 



TOTAL 
R&D 



ESTIMATED 
INDIRECT 



DIRECT 



INDIRECT COST RATE 
AS A PROPORTION 



INSTITUTION COGNIZANCE 


AWARDS* 


COSTS 


COSTS 


OF DIRECT 


STANFORD UNIV, 


DOD 


$239 


847 


$100 


401 


$139. 


446 


72 


00% 


JOHNS HOPKINS UNIV. 


HHS 


211 


879 


83 


467 


128. 


412 


65 




nnni* m Innl t Ur 1 riLriNi'LUCji 




207 


157 




n ^ 7 


Ill 


C\ 9 R 


li / 




UNIV. OK WASHINGTON 


HHS 


20J 


691 


70 


bbO 


133. 


IJl 


»j3 


out 


UNIV. OP CALIF. 9 LOS ANGELES 


HHS 


170 


839 


55 


407 


115. 


432 


48 


00% 


UNIV. OF MICHIGAN 


HHS 


167 


865 


62 


290 


105. 


575 


59 


00% 


UNIV. OF CALIF. # SAN DIEGO 


HHS 


166 


601 


54 


788 


111. 


813 


49 


00% 


UNIV. OF CALIF. § SAN FRANCISCO 


HHS 


159 


027 


44 


206 


114. 


821 


38 


50% 


UNIV. OF WISCONSIN @ MADISON 


HHS 


150 


474 


45 


978 


104. 


496 


44 


00% 


COLUMBIA UNIVERSITY 


DOD 


150 


263 


63 


955 


86, 


308 


74 


10% 


YALE UNIVERSITY 


HHS 


146 


245 


59 


194 


87. 


051 


68 


00% 


HARVARD UINVERSITY 


HHS 


141. 


760 


58. 


616 


83, 


144 


70 


zo% 


CORNELL UNIVERSITY 


DOD 


139. 


954 


52. 


663 


87, 


291 


60 


33% 


UNIV. OF PENNSYLVANIA 


HHS 


132 


805 


52 


317 


80, 


488 


65 


00% 


UNIV. OF CALIF. % BERKELEY 


HHS 


X31 


070 


43 


104 


87, 


966 


49 


00% 


UNIV. OF MINNESOTA 


HHS 


128 


727 


39 


333 


89, 


394 


44 


00% 


PENNSYLVANIA STATE UNIV. 


DOD 


119 


435 


39. 


652 


79, 


783 


49 


70% 


UNIV. OF SOUTHERN CALIFORNIA 


HHS 


114 


766 


43. 


261 


71, 


505 


60 


50% 


DUKE UNIVERSITY 


HHS 


108,611 


36. 


204 


72, 


407 


50 


0C% 


WASHINGTON UNIV. 


HHS 


102 


974 


39. 


410 


63, 


564 


62 


00% 


TOTAL/AVERAGE 




$3,093 


990 


$1, 120. 


435 


$1,973, 


555 


56. 


77% 



cc 



• KY 1989 
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Appendix D 



Weighted Average indirect Cost Rates in 
Major Colleges and Universities By Cost Center and Total 

1982-1991 




62 


83 


84 


85 


86 


67 


66 


39 


90 


91 


General ind Administrative 


7.34% 


7.12% 


7.33% 


7.40% 


7.23% 


7.15% 


7.29% 


7.27% 


7.32% 


7.30% 


DeDAfimental Admimctratinn 


14.04% 


15.33% 


15 63% 


15.47% 


15.87% 


1555% 


15.75% 


1606% 


16.07% 


16.09% 


Sponsored Projects 
Administruiion 


3.26% 


3.11% 


2.98% 


3.18% 


?.29% 


3.33% 


3.11% 


3.14% 


3.26% 


3.27% 


Student Services 


0.53% 


0.19% 


0.11% 


0.15% 


0.17% 


0.16% 


0.14% 


0.16% 


0.15% 


0.17% 


Library 


2.05% 


1.99% 


1.97% 


2.14% 


2.17% 


1.98% 


2.05% 


2.05% 


2.03% 


2.04% 


l>cpreciuti(>n / Use 
allowances 


4.17% 


4.36% 


4.57% 


$4.71% 


5.04% 


5.22% 


5.44% 


5.82% 


6.27% 


6.46% 


Operation & Maintenance 


11.95% 


12.59% 


13.26% 


14.05% 


14.38% 


14.76% 


14.95 


15.01% 


15.47% 


15., ,8% 


Other/ Misc 


0.96% 


1.18% 


1.24% 


0.71% 


0.60% 


0 65% 


0.22% 


0.02% 


0.00% 


-0.02% 


Weighted Average 
Negotiated Rate 


44Jl()% 


45.8H% 


47.09% 


S47.84% 


48.77% 


48.80% 


48.95% 


49.53% 


50.57% 


50.99% 
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Appendix E 

Responsibilities of Entities and the OiG 
Under Circular A - 133 



Entity to Be Audited* 



Entity arranges 
for audit by 
Independent auditor 



1 



Audit Is ptrformed 



Auditor /entity 
obtains techntoal 
assistance If necessary 
from OIG 



Report submitted to 
HHS OIG for processing 



OIG 



Reviews report for 
adherence to fomiat, 
standards; and 
completeness 



i 



Selects sample of 
audits for quality 
control review 



i 



Reviews report findings, 
enters Into automated 
system for tracking, 
look for system problems 



i 



Issues reports to 
Interested parties 



Tracks resolution of 
findings and follow - up 
on resolution 



^Audits ve to be performed at least once every two years ii 
collages, universities or nonprofit organl^ttions rece[vir>g $100,000 or mort. 
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Appendix F 



EXAMPLES OF UNALLOWABLE OR INAPPROPRIATE 
INDIRECT COSTS CONTAINED IN COST POOLS 

President's ind Trustee mvel includes wife 

lYivel expenses for Ihistees who dooaied their tnvel and did doc receive reimbursement 

lYustee binquet chaiges for such porpoies u alumni clubs, commencement and 
student bitakfastt 

ChaufTeuring for the Presidt\,t and Trostees. Some chauffeuring for President's wife 
President's official entenainnaent to financially support his lesponsibilities as president 
One hundredth anniversary celebratioci for a senion society 
Legal expenses relating to: 

• suit regarding violation ct studeai's civil rights 

• U.S. Justice Department anti-trusi suit 

- private suit regarding price fixing of tuition 

- graduate student suit relating to explosion in laboratory* while student working 
on thesis 

- family suit relating to drowned student 

- real estate <levelopment for affordable housing for faculty 

• academic plagiarism 
Depreciation for equipment no longer in use 
Depreciation for athletic equipment 
Adminisiradve expenses for a shoppii:g center 

The cost of producing a communit>' rtrpon to proii)Ote university activities 
Advertising to promote student attendance at summer session and on career week 
Fund raising 

Student activities such as, fraternity tuk force, bands for student dance, van rentals 
for student luggage, furniture for student clubs 
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Mr. KUSSEROW. Let me go back to your question, though. That is, 
indeed, I would say that, unfortunately, the way the system oper- 
ates, it invites gamesmanship. It invites the notion that, "We'll put 
as much as we can in the indirect cost pools, and if you can find it, 
well take it out." 

I don't think that's what this is all about. We're trying to ad- 
vance science; we're not trying to see how much somebody can get 
in the indirect cost pool and how much the Federal Government 
can subsidize beyond what they should at a university. So it does 
have all the elements of gamesmanship. 

Mr. Rowland. Well, in fact, if this is gaming unallowable cost, 
would you say that could be bordering on fraud? 

Mr. KussEROW. Well, the problem that we have on that is, as I 
had mentioned, when they had— when 0MB had moved tc clarify 
the abuse in the area of A-21, they took out things like ''entertain* 
ment." I have a very difficult understanding as to how anybody 
could say that liquor for any purpose advances science. Why was 
that allowed at all in the first place? was appropriate. It was 
legal. They could do it. They could claim it. We could argue why it 
was not appropriate, and we could probably get it out, but why 
should they have had that in there at all as an argument. 

The same thing about luxuiy travel or promotion and lobbying, 
the excessive salaries, those kinds of things— those were permissi- 
ble, but they were abused. In my mind, it's clear that a fraud is 
where you violate the law, but an abuse is where you're getting 
away with something that you really were not intended to have, 
but is not against the law. I would say it's in the area of an abuse, 
certainly not a fraud. 

Mr. Rowland. Not a fraud. Then your office is not looking at 
any criminal investigations based on the information that you have 
accrued so far? 

Mr. KussEROW. No, there is no evidence of any criminal fraud, or 
intent to defraud the Government, or violations of the Criminal 
Code in any of the work that we have been doing over the last sev- 
eral years. 

We have occasionally gotten into a situation where there was an 
embezzlement of money from a research grant, in which case we 
prosecuted those, but this is not that kind of a problem here. 

Mr. Rowland. Let me ask you this, Mr. Kusserow, your report 
also describes the situation at one university where a weakness in 
the department's purchasing function allowed an employee to es- 
tablish a fictitious company and embezzle over $400,000 from feder- 
ally-sponsored research projects. 

Mr. Kusserow. Yes, sir. 

Mr. Rowland. Which university was this? Could you explain the 
situation in greater detail? 

Mr. Kusserow. That was the University of California at San 
Francisco. It was an embezzlement of $400,000. The investigation 
was conducted by our office. It was an embezzlement from the 
grant, itself, not from the indirect cost pools. The individual was 
convicted and sentenced and ordered to pay full restitution. A 
check did come back to the Government for that. 

Mr. Kusserow. There are several universities that you have 
listed here on page 14 of your testimony. I would like to ask you 
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some questions about those, but I see my time has expired. So, I 
will ask the chairman that I would like to do this when you come 
back to me. 

Mr. DiNGELL. The Chair thanks the gentleman. The Chair recog- 
nizes the gentleman from Virginia, Mr. Bliley. 
Mr. BuLEY. Thank you, Mr. Chairman. 

Mr. Kusserow, I would like to discuss with you the philosophy of 
the indirect cost recovery. I know that politicians sometimes sound 
silly when they talk about philosophy, but I think it is important 
here. Because the underlying philosophy will govern the appropri- 
ateness of the specific transaction that a university includes in its 
indirect pool. 

Has the philosophy of indirect cost reimbursement been to reim- 
burse for the average cost to the university of doing research for 
the Federal Government, or for the marginal cost to the university 
for doing research? 

Mr. KusSEROW. The problem is that it is not really the latter. 
You do not — if it were just simply a question of what is the in- 
crease of burden to the university as a result of hosting research, 
then the Federal Government, quite frankly, should pay the entire 
amount. There should be no question about it. 

The difficulty that you have is that A*21, which is again a docu- 
ment that, quite frankly, anybody other than an attorney, account- 
ant or an auditor would have great difficulty in understanding. It 
isn't put on that basis where it is a cost added to the university, 
being paid for by the Government for hosting Federal research. 

So, you have this very complicated process by which you try to 
allocate from the entire university function the unallocated over- 
head to support their research. Believe me, if that sounds confus- 
ing, it really is confusing. If we could have a rjituation where we 
would pay for the increase— if you will, the vf^riable cost increase 
to a university or to any institution for hosting research, I think 
that would be a much preferable way to do business. 

Mr. Bulky. How would a subsidy to a university differ from indi- 
rect cost reimbursement, based on the average cost of running a 
university? 

Mr. KusSEROW. I am sorry, I missed the first part, sir. 

Mr. BuLEY. How would a subsidy to a university differ from indi- 
rect cost reimbursement, based on the average cost of running the 
university? 

Mr. KussEROW. Than if— and I am not quite sure I have your 
question right, but let me see if I can answer it. Let's talk about 
the philosophies, the conflicting philosophies that you probably 
have heard and will be hearing in the future. That is what we are 
talking about, certeinly from our view point is that we grant and 
accept the fact that the treasure house of America are the universi- 
ties and colleges of the United States. 

However, this money is not for the purposes of advancing those 
institutions, as noble as it is, it is to advance science. What we feel 
that we should pay the universities for is the cost to them for ad- 
vancing science for hosting research. They should not receive more 
than that. We should not be subsidizing the university for its 
normal responsibilities of educating the youth or for other func- 
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tions that they have that are noble and are desirable^ but .lot with 
the money that should go to science. 

If it is the philosophy or if it is the policy of the U.S. Govern- 
ment to support those mstitutions» it should not come out of this 
pot, it should come out of a different pot. I think therein lies the 
basic problem. That is^ we are not subsidizing the universities to 
operate, we are reimbursing the universities for the cost to them 
for housing our research. Did that get to your question, sir? 

Mr. BuLEY. That got it. One other thing I want to ask, to follow 
up on. I gathered, from your testimony, that you agree with my po- 
sition that if these universities make these outrageous charges to 
the Federal Government that not onlv should we recover the prin- 
cipal, but we should recover interest for the time that they had the 
use of the money. 

Mr. KussBROW. I think I probably betrayed myself when you had 
made that assertion, and I ^nned. Because I, in fact, think that's 
exactly right. I think that if somebody inappropriately expends or 
spends money, they are not entitled to— they have an unjust en- 
richment, that they should have to return it and they should not— 
the Government should not be out that money. So, any interest 
that is lost should be, in fact, made up by the offending institution. 

If all you do is move the money around the campus, either into a 
different indirect cost pool or rolling it forward or moving from the 
indirect to the direct, then I am not sure that you have a disincen- 
tive for people trying to gain the system. If they have to return the 
money with a cfc^ : with interest, I think that is— at least it is a 
statement to the^.i that we do not want them to do that, and I 
think that is important. 

Mr. BuLEY. Thank you. Thank you, Mr. Chairman. 

Mr. DiNGELL. The Chair thanks the gentleman. The gentleman 
from Minnesota, Mr. Sikorski. 

Mr. Sikorski. Thank you, Mr. Chairman. 

Mr. Kusserow, in your testimony today, you cited 12 schools that 
have voluntarily made adjustment to their administrative cost 
pool, either based on your audits or on their own reviews. Taking 
them one at a time, I would like you to inform the subcommittee of 
specific examples found at each institution. The first one is Dart- 
mouth, where more than $1 million was removed. Tell us what you 
found, specifically, at Dartmouth. 

Mr. Kusserow. Well, if you go down to Dartmouth, first of all, 
thus far, we questioned $1,066,000 in the indirect cost pool. Dart- 
mouth voluntarily came forth, recommending an adjustment to 
their own pool only for $111,785. However, they have agreed, thus 
far, to $764,031. So, it is pretty much of a mixed bag. 

As to the kinds of things that we have come up with at Dart- 
mouth, where we are questioning it, we have found, for example, 
where we have questioned legal expenses, in one case, to a— in re- 
gards to a U.S. antitrust suit, where they were defending against it, 
miscellaneous real estate, off-campus newspaper, price fixine tui- 
tion, academic plagiarism costs, university writing procedures, 
president's college activities, senior society anniversary celebration, 
administrative sabbatical. There is a whole host of things. I would 
be pleased, if you would like, to give you a complete listing of that. 
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Mr. SiKORBKi. Why don't you provide that to the subcommittee 
on each of these. As I understand, in terms of the numbers, there 
are two things we are looking at, in speciflcs, numbers and stuff. 
The numbers we have are the $1,066,000 that your review says 

Mr. KussEROW. Is questioning, yes. 

Mr. SiKORSKi. They said $111,000, and they had 

Mr. KusSBROW. Which they had volunteered on their own. 

Mr. SiKORSKi. They have agreed to 764, at this point? 

Mr. KussEROW. Thus far, to take out of that pool. 

Mr. SiKORSKi. We are talking about antitrust defense; we are 
talking about price-fixing defense; and we are talking about 

Mr. KussBROW. Library maintenance. 

Mr. SiKORSKi. Academic plagiarism defense. The next example is 
Yale, where $720,000 was removed. What are the 

Mr. KussEROW. Well, it has not been removed. Now, again, I 
would want to emphasize what 

Mr. SiKORSKi. Had not been removed? 

Mr. KussBROW. No. We are questioning at this time. Understand 
on almost all these cases, they have not, as yet, done this. They 
want to include this in the pool, so that when they get the new re- 
imbursement rates, the indirect cost rates, .hat it would incorpo- 
rate those expenditures and that would then raise their indirect 
cost rates up. 

Mr. SiKORSKi. Wait a minute. We should understand this. 
Mr. KussEROW. Yes. 

Mr. SiKORSKi. This is the old cost-plus basis? 

Mr. KussEROW. Basically what it is is that on a cycle, generally 
about every 3 years, we set an indirect— and Vm really kind of 
treading over into my colleagues here. 

Mr. SiKORSKi. Wait a minute. Before you get ahead of me, what 
they are proposing, as a principle of dealing with this issue, is to 
negotiate numbers and then include that in the base, so that we 
overpaid them originally and then we are going to — they are going 
to pay back with a base rate that their new indirect cost figures 
are going to be determined on, with that inflated amount. 

Mr. KussEROW. Generally speaking, that is right. If you have a 
copy of the report 

Mr. SiKORSKi. It is a good deal for them, not a good deal for tax- 
payers, right? 

Mr. KussEROW. Yes, sir. If you look on 

Mr. SiKORSKi. This kind of adds insult to injury. 

Mr. KussEROW. Yes, sir. 

Mr. SiKORSKi. No one has learned anything about the game? It is 
kind of catch us if you can and then when they are caught, it is 
like, we will try another game here? 

Mr. KussEROW. In many cases, that's precisely what we encoun- 
ter. It is sort of like their accountants try to get as much included 
in the indirect cost pools and then gain approval to roll it forward, 
as their indirect cost rates in the report that- — 

Mr. SiKORSKi. These people should be working for the Federal 
Government. We have a debt. They could come up with a— I mean, 
when new math was discovered, they have taken it to a higher or 
lower level. 
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Mr. KussEROW. Well, I would emphasize that it is not usually 
on— it is not always on this level. In our report, we have a table in 
there that really is worth excunining by the committee, where it 
really talks about the indirect proposed cost rate. Then they talk 
about the cost that is actually negotiated and the differential. I 
think it is 

Mr. SiKORSKi. Are we allowing them to use these numbers in 
their base rate? 

Mr. KussEROW. No, sir. That is what we are taking out on the 
front-end side. 

Mr. SiKORSKi. So, the message should go forward to everyone 
that 

Mr. KussEROW. Do not do it. Do not try it. 
Mr. SiKORSKi. Do not even ask. 

Mr. KussEROW. Do not even try it. Yes. Do not even ask. 

Mr. SiKORSKi. Get credit for creativity, but you are going to get 
debits for the bad public relations. 

Mr. KussEROW. That goes back to— Mr. Bliley's point though is 
that if they had managed to get away with it and the post-audit 
review were to uncover it, they should be penalized in some way. 
One way to penalize them is to ask them to return not only the 
money that they expended, but also interest lost. 

Mr. SiKORSKi. That is what you are doing? 

Mr. KussEROW. Well, we cannot— yes, there is not a provision for 
that. That is worthy of exploration though by this committee it 
seems to me. That is that, if you could develop a mechanism where 
not only do you get the money back plus interest, but it goes back 
to science, and does not go back to the general fund, but somehow 
gets recycled back into research. There are impediments to that 
that would require a lot of legislation assistance. 

Mr. SiKORSKi. I side-tracked us. The Yale— their $720,000 was 
questioned. What are the specifics there— the kind of stuff that 
people are focusing on there? 

Mr. KussEROW. First of all, at Yale, they came forth voluntarily. 
In this case, out of that $720,000, were $393,000 which they request- 
ed to be deleted from their indirect cost pools, as a result of their 
own internal audit activity. So, they have agreed to take that much 
out of it. Their balance, we are still working on. 

Rutgers came forward with $4 million. 

Mr. SiKORSKi. Before you go through that 

Mr. KussEROW. Yes. 

Mr. SiKORSKi. What were the kinds of things that we are talking 
about here? 

Mr. KussEROW. Financial student aid; flowers; a memorial serv- 
ice for a past president; gifts, such as framing and artwork; you 
have election ballots for the alumni fellows, the cost of that was 
included; president's travel; fund raising. 

Mr. SiKORSKi. Public financing? Is this public financing of elec- 
tion for fellows? 

Mr. KussEROW. On campus, yes. President's travel; and for fund 
raising purposes. We have a wnole series of housing expenses that 
we were questioning for the president, the provost, the university 
secretary, development officer. 

Mr. SiKORSKi. Sir, can you jump to Rutgers, where $4,894,000 
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Mr. KussEROW. We have not really fully examined that yet. Rut- 
gers has come forward and said, as a result of their own internal 
examination, that that sum is what they feel should be adjusted. 

Mr. SiKORSKi. That is the voluntary sum? 

Mr. KussEROW. Yes, sir. We are, as yet, have not got the back-up 
records to determine what it is that was represented by that 
number. 

Mr. SiKORSKi. Johns Hopkins is $175,000? 

Mr. KussERow. Yes. $97,000 was what they came forth with—the 
balance has additional questions that we are placing to that. That 
included such things as catered affairs, receptions, tent rentals for 
parties, liquor, flowers, president's trip to Europe; dues for the As- 
sociation of American Universities, things of that sort. 

Mr. SiKORSKi. Hopkins is the single largest recipient in Federal 
Research among the universities. 

Mr. KusSEROW. I should probablv point out that there really are 
two pots for Johns Hopkins. They have the applied civics— or phys- 
ics lab, which is about $400 million in funding that comes from the 
Defense Department, that is a Defense-cognizant responsibility. 
The panel that follows could address that. Roughly $100 million is 
on the university-side for medical, primarily, and that is the aide 
we are looking at here. 

Mr. SiKORSKi. So, they got about $400 million in the defense pot 
and $100 million in a medical pot, and of the $100 million, they 
have come up with $175,000? 

Mr. KussEROw. We have come up with that— of which $97,000 
was what they said, as a result of their own internal audits, that 
they would request— they have voluntarily requested be 

Mr. SiKORSKi. What kinds of things are there? 

Mr. KussEROW. Well, as I mentioned, there is the catered affairs, 
the receptions, the 

Mr. SiKORSKi. I am sorry, you did mention liquors and flowers. I 
take it, from the numbers, this is only a beginning at Johns Hop- 
kins? 

Mr. KussFAOW. Yes. There is more to come. 

Mr. SiKORSKi. Pennsylvania, $941,000? 

Mr. KussEROW. Yes. They did not volunteer anything. 

Mr. SiKORSKi. No volunteer? 

Mr. KussEROW. No. We are going to be— that looks like an arm 
wrestling effort; but we have alumni mailings there, alumni activi- 
ties, flowers, president's house, those kinds of 

Mr. SiKORSK.t. This is not the volunteer State. Pittsburgh is 
$259,000? 

Mr. KussEROw. Yes, sir. Pittsburgh is $259,000, at this point. 
They have, thus far, only agreed to $39,627 as what they are will- 
ing to 

Mr. SiKORSKi. What kind of things were there? 

Mr. KussEROW. Well, they had— the Office of the President had 
the leased cars, the drivers; the mobile phones; Christmas cards; a 
wondeiful trip to the Grand Cayman Islands for the president's 
wife; trip to Dublin for football game, for the president's wife; alco- 
holic beverages; president's annual giving fund; golf club member- 
ship; symphony and opera seats; business dinners and luncheons; 
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recruitment costs; just a whole wide variety of interesting little tid- 
bits. 

Mr. SiKORSKi. Can you tell me where at Duke, at $906,000, have 
they volunteered any of that? 
Mr. KussEROW. No, sir, they haven't. 

Mr. SiKORSKi. And what kinds of things— there's an art museum 
there that peeks your imagination? 

Mr. KussEROW. Yes, sir. There's miscellaneous costs for an art 
museum expense, and again, in addition to that, they have flower 
arrangements for the art museum, also a whole wide variety of 
miscellaneous flower arrangements for va ious types of entertain- 
ment activities, and there are other entertainment expenses, public 
relations expenses, receptions at the art museum. Founder's Day 
expenses, faculty dinner and dance gifts> tickets to the opera, gala 
tickets, tickets to the art museum. Wine for the vice president was 
included. We also identifled art museum costs that were charged to 
the Office of the President Fund code. 

So there's a lot of little things in there that 

Mr. SiKORSKi. Emory is $672,000. Anything volunteered there? 

Mr. KussEROW. No, sir, nothing volunteered at Emory. 

Mr. SiKORSKi. And is it the same stuff, flowers and 

Mr. KussEROW. Generally speaking. The president's membership 
in social clubs. You have— such as the Capital City Club. The uni- 
versities feel that as a mover and shaker, they need to belong to 
the mover-and-shaker clubs and that somehow 

Mr. SiKORSKi. Mover-and-shaker's club? 

Mr. KussEROW. Well, that's— quotes— that's my words. 

Mr. SiKORSKi. Oh, there isn't— tliey don't 

Mr. KussEROW. No, sir. 

They want—they feel that the president really should 

Mr. SiKORSKi. To call it that is not as prestigious as the Ivy Club 
or something like that. 

Mr. KussEROW. Well, they also have— we did have instances 
where they did try to put into the indirect costs payments for 
liquor purchased for a party for the new president, expenses for 
the president's wife to entertain the university's Board of Visitors, 
a number of different dinners and lunches, a Christmas party, and 
a variety of things of that sort. 

Mr. SiKORSKi. Now the last question here is: The University of 
Michigan has not made a review to reduce its cost pools. 

Do you mean that they have not completed their review or that 
Michigan, to date, has not conducted any kind of review to deter- 
mine potential overbillings? 

Mr. KussEROW. It's just too early yet for Michigan. We just 
haven't got any details available as yet to report on. 

Mr. SiKORSKi. You will submit any— those details to the subcom- 
mittee as they come about? 

Mr. KussEROw. Yes, sir, I will. 

Mr. SiKORSKi. Chicago is $348,000? Anything volunteered there? 
Mr. KussEROw. No, sir. 
Mr. SiKORSKi. And the same kind of things? 
Mr. KussEROW. Yes. The president s office expenses, legal ex- 
penses. 

Mr. SiKORSKi. Legal expenses? 
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Mr. KussEROW. Yes. 

Mr. SiKORSKi. Texas Southwestern Medical Center at Dallas, 
$32,500. What was that on? 

Mr. KussEROW. That's also, in the very early stages, a dinner 
party, valet parking for the dinner party, 10 crystal decanters en- 
graved with the university's seal from Neiman-Marcus, a local 
store of some renown. 

Mr. SiKORSKi. A local mom-and-pop store. 

Mr. KussEROW. A local mom-and-pop store. 

A donation in the name of the president, balloons for a recep- 
tion 

Mr. SiKORSKi. Donation to whom? 

Mr. KussEROW. In the name of the president of the institution to 
the American Jewish Congress honoring a supporter from them for 
the institution. 

Imprinted beverage and lunch napkins purchased from the 
Junior League of Dallas, development activities with donors and 
prospective donors, books purchased again for donors to the endow- 
ment funds that were purchased from Neiman-Marcus, things of 
that sort. 

Mr. SiKORSKi. Maybe — I know I've gone long, and there's the 
others on the list. Mavbe you can supply for the record the num- 
bers and the kinds of thin^ 

Mr. KussEROW. I will give a complete— give a complete listing 
and accounting. 

Mr. DiNGELL. The Chair has been permitting the gentleman to 

proceed beyond the time 

Mr. SiKORSKi. I know. 

Mr. DiNGELL. Because I thought that the work the gentleman 

was doing was valuable. 

The Chair will continue to recognize the gentleman if 

Mr. SiKORSKi. I thank you for the pat. I didn't want to overstep 

my bounds. 

Mr. DiNGELL. No, the gentleman— the Chair has been cognizant 
of these matters. The gentleman can proceed a little more, if he 
wants. 

Mr. SiKORSKi. Thank you. The University of St. Louis, $985,000, 
among other things— I m sorry— Washington University at St. 
Louis. Among other things, there's donations come in and a statue 
was bought and paid for? 

Mr. KussEROW. Yes. A sculpture. There was also severance pay 
^or a tenured professor. Also the cost of preparing a history of the 
school, certain inappropriate housing costs. 

Mr. SiKORSKi. Preparing a history of the school? 

Mr. KussEROW. Yes. 

Mr. SiKORSKi. What is it, a book or a statue, or what is it? 

Mr. KussEROW. Well, it's basically 

Mr. SiKORSKi. Preparing or repairing? 
Mr. KussEROW. Preparing. 

Mr. SiKORSKi. Oh, I m sorry. I thought they were repairing it. 
Mr. KussEROW. I think I should add 

Mr. SiKORSKi. This statue was bought and paid for, as I under- 
stand it, with contributions that people gave. 
Mr. KussEROW. That*s right. And then after 
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Mr. SiKORSKi. And then after it was bought 

Mr. KussEROW. Then they tried to put that into the indirect cost 
pool, which we find is inappropriate. 

Mr. SiKORSKi. Well, that s a good deal. You get people to buy it, 
and you get it in through contributions from people who want to 
contribute to the university, and then you can get the taxpayers to 
fund it, pay for it as well through the indirect costs. 

Mr. KussEROW. It would be a good deal for them. 

I think in all fairness I should mention that all $985,000 was vol- 
unteered as a result of the work done by their own internal audi- 
tors^ so that these are items that they declared themselves. We had 
a entrance conference with them, and then they presented that 
upon our entrance. 

Mr. SiKORSKi. The last school on the list, the University of South- 
ern Californif., $3,112,000. Was that volunteered? 

Mr. KussEROW. Yes, sir. All of it was 

Mr. SiKORSKi. All of that $3 million, what kinds of things were 
there, and that^s the last one? 

Mr. KussEROW. They had things like the president's office, the 
student newspaper, university communications, the trustee's con- 
ferences, the presidential search and transition expenses, public re- 
lations, really their news service, the search committee fund, aca- 
demic honors. 

They had a wide variety of other things: dues and memberships 
for the university, student newspaper costs. There were just a wide 
variety of— telecommunications administration, supporting the 
Faculty Senate, just a wide variety of items like that. I can give 
you a complete listing, of course, to the committee. 

Mr. SiKORSKi. Thank you for your help. Thank you, Mr. Chair- 
man. 

Mr. DiNGELL. The Chair thanks the gentleman. The Chair notes 
there is a vote on the floor, the fmal passage of H.R. 2251. 

I think in view of the fact that we're where we are, it would be 
well for us to recess at this time, and the Chair will then — we will 
then return at the end of 15 minutes and proceed with the business 
of the committee. 

So we will stand in recess for a period of 15 minutes and then 
return to continue the business of the committee. 

Mr. Moley and Mr. Kusserow and gentlemen, we thank you very 
much for your assistance to us. We look forward to further help in 
dealing with the problems that we confront today when we resume 
in approximately 15 minutes. 

Gentlemen, we thank you for your assistance to this point. 

[Brief recess.] 

Mr. DiNGELL. The subcommittee will come to order. 

The Chair recognizes himself for questions. 

Mr. Kusserow, Mr. Milt Socolar of the General Accounting Office 
testified, during the earlier hearings of this subcommittee on Stan* 
ford, that Stanford took advantage of every opening that presented 
itself in dealing with the Federal Government. 

Now, based on what you have s: at a number of these schools 
now, do you believe that this is a pervasive attitude throughout the 
university community? 
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Mr. KussEROw. Yes, sir, I Jo think that is the pervasive attitude. 
I 'do not know if it is the university attitude, but certainly when 
■ mey use, when they contract for services from accounting firms, 
that is certairi'y their feeling, that you should try to get as much in 
there as possible. They figure that is good advice, and I think that 
IS what you heard from the public accounting firm that Stanford 
had used. They actually put that in the test, and they thought 
nothing wrong with that. They said yes, advise our clients, all the 
universities that are our clients to try to get as much as they can 
into the indirect costs. So I think it is pervasive. 

Mr. DiNGELL. Did that include advice to double bill? 

Mr. KussEROw. Well, they should not do that, no, sir. 

Mr. DiNGELL. We had two cases of double-billing. One was the 
statue, in which they billed the Federal Government for a statue 
which had already been purchased for the school, I guess by the 
alumni, or other generous givers. The other was tne shopping 
center, where depreciation, which I assume had been charged off 
against the Tax Code, was then subsequently charged also against 
the Federal Government. 

Mr. KussEROw. That is totally inappropriate. 

Mr. DiNGELL. It appears to be not only inappropriate, but possi- 
bly criminal. 

Mr. KussERow. If you could show that they did it with malice 
aforethought and criminal intent, yes, sir, it would be criminal. 

The problem is, in those situations, they will evidence the fact 
that it was a bookkeeping error or mistake, that it was not intend- 
ed, and when drawn to their attention, they merely withdraw it. 
Proving the guilty mind is the hard part in those kinds of situa- 
tions. 

Mr. DiNGELL. Mr. Kusserow, can you tell us why you think this 
situation has gotten this way? 

Mr. Kusserow. I think we have gone down a road that really has 
turned this into a game. 

There is a certain familiarity to this ring. In fact, I think back in 
some hearings you had in the Defense Department, where you had 
a similar situation, where you had contractors that would try to 
put as much as they could m charges to the Federal Government, 
and were shocked when they found that that was not right, and 
people were outraged when they found out about it, but they would 
say that is the way the game was being played. 

I think in large measure, it goes back to my previous comments 
about there is almost a game-playing quality about this, where 
somehow, the scientist part of this whole process that goes out to 
secure research is set aside, and then you have accountant to ac- 
countant, and it is in this other world that is unconnected, really, 
to the scientist's side, that you have these kinds of games being 
played on paper, and I just do not think that is the best way to go 
about doing business. 

Mr. DiNGELL. My old Daddy used to observe that a few public 
hangings would help situations, to a marked degree. 

What he was saying was, I guess, that there is a certain deter- 
rent in criminal prosecution. There also is a certain deterrent 
value in proper use of audits. I detect that neither criminal pros- 
ecutions nor audita have taken place in connection with these mat- 
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ters, so as a result it sort of became the view that there was no 
deterrent^ either through the possibility of catching or the possibili- 
ty of punishment, and so everybody said, **let the good times roll/' 
Is that an unfair characterization? 

Mr. KussKROW. Well, I do not believe that you really have an op- 
portunity very often to get a criminal case out of these situations. 
If you can show that there was an intent to put things inappropri- 
ately into the cost pools in order to get more funding from the Fed- 
eral Government, tnen you might have a prosecution, but those are 
very rare. 

As far as the underlying problem, the problem, I do not believe, 
is the number of auditors or accountants that vou have working for 
the Government that are going after the problem so much as the 
rules under which they are operating are so convoluted and so 
wide open and subject to interpretation that it really permits 
people to interpret it in a way that thev would feel most advanta- 
geous to their institution, and then you have to debate it. 

So we have gotten down to where you are debating accounting 
principles, debating whether something is appropriate for this pool 
or not, and I think it is the looseness that we nave detected. 

I mean, when you think that we just had the announcement 
come out that said that you really cannot use liquor, and put that 
in the indirect cost pools, that meant, understand, there was noth- 
ing in A-21 that prohibited liquor from being charged in the indi- 
rect cost pools. So when they were putting them in there, we would 
say that is inappropriate, and they would say it was not, but we 
would argue them out of it. The fact it was even subject to an argu- 
ment is extraordinary to me. 

Mr. DiNGEiiL. Let us take a situation where the trustees donated 
their travel. The Government, in turn, was billed by the university 
for that. 

Mr. KussEROW. Totally inappropriate. If you could show that, in 
doing that, there was an individual who was responsible for doing 
that, and he did it willfully and with the intent to defraud the Gov- 
ernment, you could have a criminal prosecution. 

Mr. DiNGELL. Now, years ago the amount of overhead that was 
allowed on these kinds of contracts was what? It was down as low 
as 20 percent, as I recall. 

Mr. KussEROW. If you go way back, yes. 

Mr. DiNGELL. When was that? 

Mr. KussEROW. It goes back before my time, I can assure you of 
that. It goes way back, 20 years or more, that it was down that low. 

Mr. DiNGELL. We have seen a steady progression towards higher 
and higher numbers. Every year it edges up a percentage point or 
two. As you pointed out in your statement, that is $43 million a 
year, for a 1 -percentage-point increase. 

I note that one university, Howard, has now proposed an indirect 
cost recovery rate of 155 percent; is that correct? 

Mr. KussEROW. Correct. 

Mr. DiNGELL. What has been done about that request? 

Mr. KussEROW. I will defer to my colleagues here, because they 
are engaged in the indirect cost negotiations with them. 

Mr. DiNGELL. Mr. Moley or f 'r Talesnik, do you want to make a 
comment on that? 
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Mr. MoLEY. Mr. Chairman, that was their percent of indirect 
costs v/nich they proposed. That is certainly not the percentage we 
accepted. It would not be. I think there is clear indication that we 
have a track record of reducing substantially the indirect cost rates 
as they have been proposed to something far less, even given the 
ambiguity of the document with which we have to make our case, 
which is A-21. 

Mr. DiNGELL. Well, the university asked an indirect cost rate of 
155 percent. You indicate it has been negotiated down to 75 per- 
cent. 

What was n^otiated out of this, and why? 

Mr. MoLEY. I would defer to my colleague in respect to the specif- 
ic negotiation. I am not sure whether we are familiar with the 
actual negotiation process. 

Mr. DiNGELL. Mr. Talesnik, do you want to comment on that, sir? 

Mr. Talesnik. Mr. Chairman, I do not have the details of that. I 
can get it. I do not know the specifics of those specific adjustments. 

There were quite a number of adjustments, obviously, to get from 
what the institution proposed down to the 75, or 78, 1 believe, is the 
actual number that was actually negotiated. 

Mr. DiNGELL. Well, the rate started out at 155 percent. You cut it 
to 75 percent. You have cut it by more than half. Now, what was 
Howard trying to put into this overhead cost equation, and what 
was the Grovernment refusing to allow? 

Mr. Talesnik. Again, that relates to the details of that particular 
negotiation and I am not personally familiar with it. 

Mr. DiNGELL. Mr. Kusserow, can you give us any guidance on 
this? 

Mr. KussEROW. I am afraid I would have to go to the record as 
well, because I would be hesitant in going down the specific list of 
things that caused it to be reduced, without going back to the origi- 
nal papers. I think I could do an injustice to that process if I were 
just to take it off the top of my head. 

[The following information was received:] 

The indirect cost proposal from Howard University referred to in the Inspector 
Gensrars testimony was approximately 145 percent, not 155 percent. The Depart- 
ment's indirect cost negotiator made a number of acUustments to reduce the rate to 
75 percent. The mjyor a<yu8tments included rejection of a special study the universi- 
ty proposed to use to allocate its library costs; a change in the method used to allo- 
cate ''Sponsored Projects Administration" co, ts which reduced the portion of these 
costs allocated to research programs; removal of some Sponsored Projects Adminis- 
tration costs from the indirect pool because they were not adequately supported; a 
change in the allocation of certain "Departmental Administration" costs which re- 
duced the amount allocated to research programs; and reclassification of some De- 
partmental Administration costs to another indirect cost pool which also reduced 
the amount 8llocate<i to research programs. The 75 percent rate was negotiated for 
fiscal year 1987. The university's current rate is 78 percent, which has b^n in effect ^ 
since 1988. 

Mr. DiNGELL. All right, now, Mr, Talesnik and Mr. Moley, we 
have a similar case at Harvard. Harvard proposed an indirect cost 
rate of 114 percent. It is my understanding that your office is uni- 
laterally imposing a rate of 63.5 percent. 

Now, can you explain to this committee how Harvard could have 
been asking for 50 percent more in indirect recovery than you be- 
lieved they were entitled to? 
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Mr. MoLEY. Mr. Chairman, we have had, as my colleague will, I 
am sure shortly explain, some rather contentious negotiations with 
Harvard over a long period of time. 

Once again, I would put it in the context of Circular A-21, sec- 
tions (E), (F), and (G), specifically, which I would suggest to you are 
almost unintelligible to any normal person, which spell out what is 
allowable and allocable as mdirect costs. 

In fact, there is a flavor for it on page 8 of the Inspector Gener- 
al's testimony, which, even given his best intentions, I think it is 
very difficult to ascertain what could be charged is of reasonable 
benefit to any given university. As you know, we have not recov- 
ered, but disallowed substantial amounts from the proposed indi- 
rect cost rate at Harvard. 

Gary^ you may want to add to that. 

Mr. Talesnik. Yes. There are numerous adjustments that our ne- 
gotiators ;-e to the proposal that was submitted by Harvard 
Medical Scnool. Because we could not reach a negotiated settle- 
ment, a unilateral notice, as we call it, was issued to Harvard Med- 
ical on April 26 that laid out a rate of 63.5. 

Harvard has indicated that they will appeal that decision, and 
we do have an appeal process within the Department that they can 
avail themselves of. 

There were a number of adjustments that our negotiators had 
made to the proposal of 104 percent. The 104 percent rate that was 

Proposed by the school was based on actual costs for flscal year 
989 of roughly 95, plus a projection for some additional costs that 
thev expected to incur for fiscal year 1991, because we were dealing 
with trying to establish a rate for 1991, and perhaps subsequent 
years. 

The ac^ustments that were made dealt mainly with how costs 
were allocated. We had some serious difficulty. 

Mr. DiNGELL. The mechanism for allocating the costs, as opposed 
to the categories of costs, or the definition of a cost; is that correct? 

Mr. Talesnik By and large, that is correct. So there are some 
major issues as to now those costs are allocated, what costs are in- 
cluded in the so-called allocation base, and that sort of thing, that 
resulted in a substantial reduction, at least in the opinion of our 
negotiators, from what the Harvard Medical School had proposed. 

Mr. DiNGELL. N^. w, Mr. Moley, your comments, I thougnt, made 
a great deal of sense, when you referred to the statement of Mr. 
Kusserow at page 8. I had underlined that earlier, since it piqued 
my interest. 

Perhaps a little reading of whi * was said there would be of use 
here to us in our scrutiny. 

Mr. Kusserow, you said this: 'In our opinion, the current version 
of 0MB Guidance (A-21) does not provide incentives to schools to 
minimize or contain costs allocated to Federal research projects. 
Basically, A-21 permits universities to charge expenses to Federal 
research when those expenses are allowable, allocable, and reason 
able. Costs are considered reasonable." And you then say: "If the 
nature of the goods and the services acquired are applied and the 
amount involved therefor reflects the action that a prudent person 
would have taken under the circumstances prevailing at the time 
the decision to incur the costs was made, the subjective test of rea- 
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sonableness provides great latitude to schools to include many 
items and services that might otherwise be excluded under more 
specific Federal Acquisition Regulations. The costs are allocable to 
a specific project if the goods or services are chargeable or as sign- 
able to such cost objectives in accordance with relative benefits re- 
ceived» or other equitable relationship/' 

That virtually says you can charge any dang thing to the Gov- 
ernment you are minded to, does it not? 

Mr. MOLEY. Mr. Chairman, I would suggest to you that it places 
not only a burden on those of us on this side of the table who are 
negotiating thoce indirect cost rates but places a burden on a uni- 
versity acting either in good or bad faith in respect to their negoti- 
ation, and I would like to further point out that we expect to nave 
further interim steps announced as early as next week in this 
regard in terms of putting limitations on the administrative cost 
pools. 

An attempt, as you may know» was made in the last administra- 
tion, in 1986, which the Congress did not see fit to support at that 
time, but clearly I think we're all on the same side of this issue at 
this time. 

Mr. DiNGELL. Your comments, I think, Mr. Moley, are very help- 
ful and I commend vou for them. 

Now, Mr. Talesnik, the subcommittee held a hearing on Stanford 
in March where one of the msgor problems identified was a lack of 
Grovernment oversight and audit. It is my understanding that you 
and HHS attempted to achieve cognizance from the Navy concern- 
ing Stamford. Is that correct? 

Mr. Talesnik. Yes, sir. 

Back in the late 1970'8, we did make a proposal to the Office of 
Management and Budget to switch Stanford from the Defense De- 
partment to, in those days, HI :W. Stanford, as I recall, objected to 
it rather strenuously, and the net result was that the university, as 
we all know, stayed where it was. 

We have not made a similar pitch— since we were turned down 
then— along those lines in recent years. 

Mr. DiNGELL. What you are telling us is that you felt that, at 
that time, the HHS should take over from the Navy the rrsponsi- 
bility of administering the contracts and auditing the contracts 
with Stanford but that Stanford objected and that the Navy and 
the Defense Department supported that view, and as a result, the 
responsibility for supervising those particular contracts was not 
given to HHS. Is that correct? 

Mr. Talesnik. That is correct, Mr. Chairman. 

As a point of clarification, the cognizant agency is responsible for indirect cost ne- 
gotiationS) audits and the resolution of certain types of audit findings. Other grant 
and contract administrative responsibilities are handled by the individual P^eral 
agencies that award grants and contracts to the institutions. 

Mr. DiNGELL. OK. 

Mr. MoLEY. Mr. Chairman? 

Mr. DiNGELL. Yes, sir. 

Mr. MoLEY. In respect to that same issue, the issue of indirect 
costs in respect to Stanford came to our attention last summer by 
virtue of an article that you and your staff may have seen in Sci- 
ence magazine, in the April 1990 edition. 
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As a result of that and subsequent inquiries we made in the De- 
partment of Health and Human Services, I sent a letter to the 
Comptroller of the Department of Defense on September 20 of last 
year indicating our concern in respect to this issue. 

Although we may all be late coming to this issue in its most 
recent reincarnation, we have been concerned about this, even 
prior to your hearings, and as you know, we have been working 
with your staff in respect to this. 

Mr. DiNGELL. Thank you. 

Now, Mr. Moley, you and Mr. Kusserow are the recipients of this 
question; On average, HHS nas negotiated rates about 8 percent 
lower than Department of Defense. What would be the difference 
between the rates— what would justify the difference between 
DOD's rates and HHS's rates with regard to overhead and indirect 
costs? 

Mr. Moley. Mr. Chairman, I could say that we do a better job 
and maybe we do, but in fairness, there mav be some items which 
are not apples and apples in respect to the negotiations, and I 
would defer to the next panel in respect to that. 

We do think, however, we do a very tough job, given the ambigu- 
ity that exists in A-21, as it currently exists, given the fact that 
things like entertainment and alcoholic beverages, offices of the 
university housing, et cetera, were, in part, allowable until the 
recent April 22 notice from 0MB. 

Mr. DiNGELL. Now, it is interesting for me to note that a number 
of schools have requested to be shifted from HHS supervision to 
DOD but that no schools have requested to be shifted from DOD to 
HHS. 

Now, are these two phenomena, the 8-percent differential in 
favor of DOD recipients and the fact that everybody seems to want 
to get out from under your supervision, in any way related? 

Mr. Kusserow. The evidence would seem to suggest so. 

Mr. DiNGELL. Mr. Kusserow, I have asked questions of both you 
and Mr. Moley. Do you want to have a try at answering the ques- 
tion, if you please? 

Mr. Kusserow. Well, in all due fairness, there probably are some 
differences in the environment, but I think what we can talk about 
is what we know best, and the methodology that our Department 
has employed in working in this area may be a little bit different 
than the Defense Department. 

By and large, the type of science that we sponsor is different 
than the kind of science that Defense sponsors. Defense sponsors 
applied science. In other words, they are looking for something in 
return for the money that is invested in the research, something 
that will forward the Defense mission. So, in that respect, it is 
really not too much unlike a procurement. 

In our case, there is nothing like a procurement involved, be- 
cause we are investing in basic research, very non-directed. We are 
not telling anybody to do anything. We are not expecting them to 
come back with anything. We are just investing in pure science 
that will hopefully, in the aggregate, advance biomedical research. 

As such, the approach that we have taken has not been looking 
at it as a procurement or as a contract but really trying to look at 
it on the front-end side of the system. 
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We have developed our strategies over the years to work very, 
very close with the Division of Cost Allocation in Mr. Moley'^s 
office, with our auditors, whereby we could put the heavy part of 
our commitment of resources on the front-ena side to prevent inap- 
propriate expenditures, and therefore, I think we probably put an 
awful lot on trying to get the indirect cost rates down through the 
negotiation process on the front-end, rather than coming in after 
the fact. Perhaps that might also account for some of the differ- 
ence. 

Mr. DiNGELL. I find one very interesting thing, Mr. Kusserow, to 
which you might direct your attention, and that is Johns Hopkins 
University. Johns Hopkins University had a rate with the Depart- 
ment of Defense of about 73 percent, as I gather, in overhead or 
indirect costs, and 65 percent with HHS. Is that right? 

Mr. Kusserow. Johns Hopkins is a very unusual situation, in 
fact, because of the division of responsibility. Applied Physics Lab, 
which represents, I would imagine, around $400 million of Federal 
grant money comes from the Defense Department, and then the 
other side is about $100 million with HHS, primarily biomedical re- 
search. 

That differential does exist. So, you do have an 8-point spread 
there between that portion of Johns Hopkins which is HHS from 
that which is the cognizant responsibility of the Defense Depart- 
ment. 

Mr. DiNGELL. I heard they have made some considerable effort to 
get shifted from your administration to that of the Department of 
Defense. Is that right? 

Mr. Kusserow. I think that is an understatement. 

Mr. DiNGELL. As a matter of fact, they succeeded, and then they 
did not succeed. Would you tell us about that story? I think that is 
interesting. 

Mr. Kusserow. The Lord in Washington moves in mysterious 
ways. I will say that, at the very end of the last administration, 
Johns Hopkins was reassigned, the part that we had cognizance 
for, to the Defense Department. 

Mr. DiNGELL. Which would have raised their entirety from 65 to 
73 percent. 

Mr. Kusserow. It could very well have been negotiated to the 
same rate as what they had for the Defense. 
Mr. DiNGELL. That all came apart. 

Mr. Kusserow. Yes. Again, Washington moves in mysterious 
ways. Just shortly before the transition was completed, it got 
moved back to HHS. 

Mr. DiNGELL. They lost the 8 percent. 

Mr. Kusserow. It is back to where it was before, and it has not 
moved since, and after this hearing, I doubt that it will. 

Mr. DiNGELL. Well, we might be asking you a few more questions 
about this one, because my interest has been piqued, and I would 
like to find out how the good Lord helps the Government of the 
United States. Maybe we can encourage Him to assist us to a great- 
er degree. Heaven knows we need it. 

The Chair is going to recognize my good friend from Georgia for 
questions. 

Mr. Rowland. Thank you, Mr. Chairman, 
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Mr. Kusserow, you referred to the large number of internal con- 
trol issues that were found by auditors in recent years. Can you 
give some examples of the types of issues that were involved? 

Mr. Kusserow. If I may, could I defer that to the audit director? 
He is probably much better qualified to respond to that. 

Mr. RosLEWicz. I am sorry. Would you repeat the Question? 

Mr. Rowland. Well, in the testimony that Mr. Kusserow gave, 
he referred to the large number of internal control issues that were 
found by auditors in recent years, and we just wondered if you 
could give us some examples of those issues. 

Mr. RosLEWicz. OK. In our report, we had two types of audits 
that are done. We have some that are done in-house by ourselves, 
but we also have responsibility, under Circular A-2i, to review 
single audits that are done by non-Federal auditors at colleges and 
universities, as well. 

So, there are two different types of audits being done. One we do 
ourselves. The second one, we do a reviev* to make sure they are in 
compliance with Government standards. 

Now, for the internal control type findings in this report, we in- 
dicate that there are about 2,19C of them, and they have to do with 
reporting, the forms that are required to be sent on a regular basis, 
quarterly reports, yearly reports. These were not being done. They 
were not being prepared properly. 

Some of the accounting systems were not in the order they 
should be, and there were some questions with regard to cash man- 
agement, with some property procurement. All of these things had 
to do with the internal control systems of the colleges and universi- 
ties. 

Mr. Rowland. At which universities did you find these exam- 
ples? Can you tell us that? 

Mr. ROSLEWICZ. I do not have the list of the universities here. We 
are talking about some 2,000 audits that were done. I could certain- 
ly provide that for the committee. 

Mr. Rowland. That would be fine if you did that. We would ap- 
preciate it. 

Now, you also said there were some poor or weak internal con- 
trols that could have resulted in errors, wasteful practices, or 
fraud. Can you give us an example of where fraud might have been 
foun \ and what steps did the Agency take to really pursue this? 

Mr. Kusserow. We had some examples that Mr. Dingell had al- 
luded to where we would find, for example, where you may have 
had a double charging, and when you went in and you examined 
the internal control system, you would find that the weaknesses 
within internal control made it possible for that to occur. Then the 

auestion naturally comes to the forefront of your mind: Was that 
eliberate or was it inadvertent? 

The fact is, whenever we do find those kind of situations that are 
questionable, we go back to the systems themselves to see whether 
it could reasonably be expected that it would arise from a failure of 
the internal control systems, or whether there was a steering of it, 
that the internal control systems would have caught it were it not 
for the fact that somebody superceded the systems. 

So whenever you find that there's a breakdown, something 
where you do find a double billing or an inappropriate billing, you 
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want to go back to the system itself and say, is it as a result of 
weak internal controls, or is it a result of malice aforethought. 

Mr. Rowland. Did you find any examples of what you might 
have thought to be fraud? 

Mr. KussEROW. Almost in every single instance, we have found 
that where you have had inappropriate things put into the indirect 
cost pools— I mean grossly inappropriate— that when you went 
back and examined the internal control system, it was because it 
was sloppy, or it was poorly built or poorly structured, or there was 
a weakness there that gave rise to it, rather than criminality. 

Mr. Rowland. You had testified earlier that you had not found 
anything that you felt was of a criminal nature. 

Mr. KussEROW. The criminal cases that we have had have almost 
always been on the direct side, where you have a— where it's easy 
to trace the Federal dollars. 

As we had pointed out in our testimony, in the indirect cost 
pools, there is the Federal identity sort of mixed in with all the 
rest of it, and it's only a portion of it that goes to the Federal Gov- 
ernment. jBut that's not the case when you have the actual grant 
itself on the direct research side. 

We have had a number of cases that we have prosecuted where- 
by there has been an embezzlement of the grant or a misapplica- 
tion of the grant. In those cases, you're able to ^pply the criminal 
statutes to it. But on the indirect side, on the indirect cost pool 
side, the problem by and large is with the internal control systems. 

Mr. Rowland. Let me ask you a question about the schools that 
are under your cognizance and some States that either have in the 
past or are considering implementing i, State furlough system. 
Would you tell me what a State furlough system is? 

Mr. Roslewicz. OK. What's happening now is several of the 
States— primarily the Eastern Coast— we were just beginning to 
get into this, Mr. Chairman— what's happening, for example, in the 
State of Massachusetts, Rhode Island and Maine, because of their 
budget problems in the States, they are beginning to furlough some 
of their State employees for perhaps a year, for 1 or 2 days every 
month or so, whatever the case may be. They haven't resolved this 
yet. They have three options that they're considering, for example, 
m the State of Massachusetts. 

Now, this would affect not only the indirect cost at the State uni- 
versities, but it could affect all of our Health and Human Services 
programs as well. If they were to furlough an individual, and he 
were to take days without pay, you'd have to make sure there are 
controls in place to prevent the charges to the Federal programs. 

So we're just beginning to get into this area, to look at what 
these States are going to be doing when they start furloughing em- 
ployees, especially those who are assigned to program areas that 
have Federal dollars coming into it. 

Mr. Rowland. Let me ask you this 

Mr. DiNGELL. Will the gentleman yield, because I think I can be 
of assistance to the gentleman. 
Mr. Rowland. I yield to the chairman. 

Mr. DiNGELL. The way the State furlough would have worked in 
Massachusetts is this, and I want you to check me. The State would 
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decree that on a given day, there would be no State activities, and 
all the employees were on a payless furlough. Is that right? 
Mr. KussEROw. Yes, sir. 

Mr. DiNGELL. And the money that would have been paid to those 
people would then be allocated across the board to expenses for the 
rest of that calendar year or fiscal year for the State. Is that right? 

Mr. KussEROW. That's correct. 

Mr. DiNGELL. So in the case of grants to a State institution— for 
example, a hospital up there, Massachusetts General— or to a State 
university in Massachusetts, or moneys which would have been 
made available for Medicare or Medicaid from the Federal Govern- 
ment, or for other Federal research, or for Federal programs, 
would simply not be spent that day, but would be allocated then 
across the rest of the fiscal calendaryear to the State. 

This would have the practical effect— I want the gentleman to 
listen with care to this— this would have the practical effect of 
shifting Federal grant moneys for research and Federal moneys for 
other kinds of State Federal cooperative programs to the State 
treasury without having them spent for the purposes for which 
they were allocated to the State. Is that correct? 

Mr. KussBROW. That's absolutely correct. It really goe.^ beyond A- 
21. It also goes into A-87 principles under 0MB guidance. So it 
really would be a mechanism by which you could shift the burden 
to the Federal Government inappropriately. 

Mr. DiNGELL. Essentially, and I apologize for intruding on the 
gentleman's time, but it would essentially permit, then, the State, 
to use this devise of payless paydays for the State employees to get 
money from the Federal Government from programs like research 
programs, programs for other kinds of Federal purposes which 
would otherwise have been expended. 

Now, I gather that that process has been halted in the State of 
Massachusetts. Am I correct? 

Mr. KussEROw. Yes. Of course, as you are pointing out, that 
would have the effect not only on money granted for research insti- 
tutions, but any other Federal grant programs that would exist 
with the State as well. 

Mr. DiNGELL. For health, or roads, or highways 

Mr. KussEROw. Anything. 

Mr. DiNGELL. Or education, or air safety, or food and drug, or air 
pollution, or water pollution, or whatever the program might 
happen to have been. 

Mr. KussEROw. That's quite correct. 

Mr. RosLEWicz. If I might add to that, too, the State of Massa- 
chusetts has assured us they will not be charging any of this to the 
Federal research programs. 

Mr. DiNGELL. How about other programs? 

Mr. RosLEWicz. Well, we're in three schools, you know, checking 
up on that. With our auditing nature, we're going to go in there 
and check to make sure this is not happening. 

Mr. DiNGELL. Now, has the State of New York had similar en- 
deavors in the last couple years? 

Mr. ROSLEWICZ. No, New York has not done that yet. 

Mr. DiNGELL. Has any other State? 
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Mr. KussBROw. Rhode Island and Maine have also been moving 
in that direction. 
Mr. DiNGELL. I beg your pardon? 

Mr* KussEROW. Rhode Island and Maine have been moving in 
that direction as well. 

Mr. DiNGELL. I see. Mr. Moley, is there a Department policy on 
this particular matter that's been so well pointed out by my good 
friend from Georgia? 

Mr. MOLEY. We have been cooperating with the Inspector Gener- 
al. It is not our intention, Mr. Chairman, to permit moneys ear- 
marked for one program to show up in someone else^s general reve- 
nue fund. 

Mr. DiNGELL. Thank you. 

Mr. KussEROw. If I could add one thing, Mr. Chairman. I don't 
mean to suggest that the only places that this could pop out — there 
are a lot of other States that are in the wings lookine to see wheth- 
er they should consider moving in this direction. Still in New Eng- 
land» you have Connecticut that has it under consideration, but in 
other parts of the country^ you have Pennsylvania^ and the District 
of Columbia has even been looking in that direction, and you have 
Florida. I did want to have this, because Georda has been consider- 
ing that, as well as Mississippi, Michigan and Minnesota. 

Mr. DiNGELL. I happen to think that Michigan is looking at it 
with covetous eyes, too. 

I think the Chair is going to direct the staff to prepare a letter to 
the Office of Management and Budget with regard to this. We have 
sent you one letter with regard to Federal research programs. 

I am troubled that this ma^ escape so that we're finding almost 
every kind of program, from inoculations, to road construction, to 
food and drug, and air and water pollution, environmental matters, 
ever3rthing is subject to this kind of adroit budget bookkeeping to 
enable the State to enrich itself at the expense of Federal programs 
which are not effectively being carried out. 

Mr. KussEROW. Well, then, I think we probably should make a 
confession here and now before you, Mr. Chairman. That is that we 
do not have a monopoly on all the best Government accountants 
and auditors, that some of the best are really located in the States, 
and when States get stressed in their own budget deficit problems, 
they get very creative as to how to protect their own treasuries. 
Unfortunately, it's at the expense of the Federal taxpayer. 

Mr. DiNGELL. Well, we will try and harness that creativity for 
the benefit of all. 

Mr. KussEROW. Thank you. 

Mr. DiNGELL. The Chair thanks the gentleman. 

Mr. Rowland. Do you yield back, Mr. Chairman? 

Mr. DiNGELL. I thank the gentleman. 

Mr. Rowland. Well, you certainly explored an area that I was 
thinking about and, in fact, clarified some of the thoughts that I 
had, because I was wondering if, for example, a researcher at a 
university would be placed on a furlough program, and then the 
money would still continue to come in from the Government, al- 
though the researcher was being paid by those funds, the school 
would still be collecting the funds. But I believe you stated that the 
State would be collecting that money. 
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Mr. KussBRow. Where we've been finding that hf s been sub-enti- 
ties of the States. So when you find that it's a school, most often 
it's going to be a sub-entity of the State. It'll be a State university 
or a State college. 

Mr. Rowland. Well, it's still one of those nebulous things that 
you can't really get your hands on and say that there was really 
intent here to commit fraud. 

Mr. KussEROw. Well, I think we can say in this case that there 
was a very definite intent behind this to shift the burden to the 
Federal Government. But the problem is, is that that kind of an 
intent is not prosecutable under Federal law. If that were the case, 
we would have an awful lot of prosecutions among State officials. 

Mr. Rowland. Well, let me just be sure I understand what 
you're doing now with Federal research contracts to be sure that 
this kind of abuse doesn't take place. Would you state that again 
for me, just briefly? 

Mr. KussEROw. What we will be doing is first of all, we're defin- 
ing the scope of this kind of activity. We're not limiting it Just to 
the university arena; we're looking at it across the entire Federal 
Government as it relates to granting activities with the States to 
ensure, (a) what is the level of activity, and then, (b) how it is that 
we can constrain it and control it and eliminate that kind of an 
abuse. 

So we'll be working in that area. We will be working with the 
administration to block the abuses. If it turns out that, administra- 
tively, we don't have the mechanisms available, which I think, in 
this case, we do, then we would probably come back to the Con- 
gress and ask them to assist us in closing a loophole. 

Mr. Rowland. You mentioned in your testimony that the schools 
who have performed self-evaluations and withdrawn accounts all 
did so after being identified as high priority targets for your audi- 
tors. Can you name any schools who have voluntarily withdrawn or 
decided to repay funds who have not been singled out by your 
Agency? 

Mr. KussEROW. No, sir. 

Mr. Rowland. Mr. Moley, one of the key concerns at the hearing 
in March was the willingness of Stanford University to either 
waive or accept significantly reduced overhead payments for re- 
search sponsored by foreign governments includin^r the government 
of Japan and private corporations, for example ^ eight Watchers. 

If the Government were to demand equal treatment, ^hat is, not 
pay overhead or paying significantly less, v;-hat impact would that 
have on indirect cost reimbursement? 

Mr. Moley. Congressman Rowland, this is the whole issue of who 
should be paying what indirect cost rate. As you have pointed out, 
there are institutions and countries for that matter paying a lesser 
indirect cost rate than we are. 

I would suggest to you however that some of these overhead costs 
are going to have to b^ paid for somehow or some way. The Inspec- 
tor ueneral has indicated as one of those issues to be dealt with in 
a longer term view is should there be some prohibition against 
someone getting a lesser indirect cost rate than is charged to the 
Federal Government. 
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I guess one concern that might readily become apparent is if you 
were offered a small amount of money by Weight Watchers or Gen- 
eral Motors^ or even a foreign country in comparison to how much 
money the university might receive from the Federal Grovernment 
the university might in fact simply not take that money in order to 
maintain their current indirect higher cost rate from the Federal 
Government. 

Having scdd that» as I said» I think we^U be out as early as next 
week with some ideas revolving around a possible cap on those por- 
tions of the indirect cost rates about which we have the most con- 
cerns which have been discusscKi today — the administrative cost 
pools. 

We think that some pa^^ of the proposal have already been 
floated on the Hill and as I said they have been discussed with 
0MB and others will be coming out from the Department and from 
the administration as early as next week, which might obviate the 
need for some of this discussion about who gets what indirect cost 
rate compared to the Federal Government. 

Mr. Rowland. Well, you know, one really wonders why the U.S. 
Government should flnance operations of universities but not the 
government of Japan when the government of Japan is more able 
and in a better fmancial position than the U.S. Government is. 

Would you— would that cause you some thought? 

Mr. MoLEY. It causes me concern and thought and I just want to 
make sure that whatever we do, and I think that it is imperative 
that whatever action the Congress takes in this matter, is done 
with the idea that there are unintended consequences out there. 

We do not want to place ourselves in a situation where funding 
which would be coming to the United States is otherwise diverted 
elsewhere and has, as I said, unintended consequences, but we are 
absolutely concerned about the apparent inequity in the Federal 
Government paying the American taxpayer paying' a higher indi- 
rect cost rate than is done for research grants to the university 
from Japan or elsewhere. 

Mr. KussEROW. If I may, could I add to that? 

Mr. DiNGELL. Would the gentleman yield? 

Mr. Rowland. Yes. 

Mr. DiNGELL. Mr. Moley and Mr. Kusserow and Mr, Talesnik, 
pi^rhape, gentlemen, you can assist us in telling us what was the 
differential between overhead charges assessed against Federal 
Government research programs and what was the overhead as- 
sessed against for example research done for the government of 
Japan, corporate entities, or other private or governmental institu- 
tions? What was the magnitude of the differential? 

Mr. Moley. Mr. Chairman, in preparation for this hearing, I had 
asked our staff ard quite frankly anybody I could find to come up 
with incidences like this. 

I am not sure that we on the negotiating end have those inci- 
dences. We keep hearing about this anecdotally. Dick may have 
more specific information. 

Mr. KussEROW. We do, but if I may preface it, Mr. Chairman, 
with this observation. Once again we go back to books and records 
and how you characterize them. 
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In some ways it is hard to compare the indirect cost rates for> 
let's say, an industry grant or a foundation grant with that of the 
U.S. Government when we are supporting research because they 
characterize what is direct and indirect differently and again this 
goes back to my point about until you can get some sort of stand- 
ardized accounting and agree to rules, you vnll always have this 
confusion. 

We do know and as we have looked around the universe, espe- 
cially at some of the schools that we're in now, that a lot of the 
foundations like the National or American Cancer Association, 
they get a lower rale. They get a 25 percent overhead rate, indirect 
cost rate. 

The problem is what precisely is in that indirect cost rate and 
how do you measure that against what is in a Federal Government 
indirect cost rate? They are different. They are not exactly the 
same. 

We found also for example that at some schools they won't even 
charge an overhead rate to certain types of nonprofit grantors for 
research. 

Some may— we found for example that at one m^jor university 
they had the American Heart Association who receives an indirect 
cost rate of 10 percent, so you do have a lot of variants, an enor- 
mous number of variants where you go actually from zero over- 
head, indirect cost overhead, unallocated overhead, to something 
that would approach what the Federal Government pays. 

If you wanted a rule of thumb, the rule of thumb would be that 
the indirect cost rates for other than the Federal Government are 
generally lower. 

Mr. DiNGELL. What would justify having a lower rate for re- 
search done on campus or rather for other entities in the Federal 
Government? 

Mr. KUSS2R0W. Well, there are a lot of different variables. 

The first variable I would restate is the fact that, how you define 
indirect cost is different with those who are non-Federal entities 
who are granting money than it is with the Federal Government so 
you are going to have differences as a result of that. 

In addition to that, you'll have the point that Mr. Moley had 
made about if you have a very small grant coming from a charita- 
ble organization thai has very limited resources available, you 
might just say, well, you know, we're not going to charge you an 
overhead rate. 

Mr. DiNGELL. Let's recognize that and ^ee to that. 

Let's take the government of Japan. What would justify a differ- 
ential in overhead charges to the government of Japan as opposed 
to overhead charges to the Federal Government? 

Mr. KusSEROW. I can't say. 

Mr. DiNGELL. Obviously there is something that must create a 
real visible preference in the mind of the university in favor of re- 
search done for the government of Japan as opposed to the govern- 
ment of the United States. 

What would that be? 

Mr. KussEROW. I couldn't sav. We have of course since this issue 
was raised in vour hearing with Stanford, we like Mr. Molev's staff 
have been looking in our schools to see if we could find evidence of 
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particularly foreign governments. Thus far we haven't got enough 
to where I could feel comfortable to speak to the issue. 

Mr. DiNGELL. You have not found any? 

Mr. Ki'SSRROW. No. 

Mr. DiNGEU.. None? 

Mr. KussEROW. Not yet, but Tm not saying that we are giving up 
looking. 

We are looking but we haven't seen it as yet. 

Mr. DiNGELL. We will expect you to look with considerable vigor. 

I thank the gentleman for yielding to me. 

Mr. Rowland. I have no further questions, Mr. Chairman. 

Mr. DiNGELL. Mr. Kusserow, in your report dated May 8, you 
highlight a number of examples of poor internal controls and find- 
ings of unallowable and allocable charges to the Federal Govern- 
ment. 

You cited, for example, residential events such as receptions, 
Commencement, and pre-football game activities, travel for the 
band, and legal fees involving the NCAA, collection and l%al costs 
associated with bad debts, preparation expenses for the Olympics. 

Can you identify the institution referred to and explain the ex- 
amples in greater details? 

Mr. KussEROW. Yes, sir. 

Can I submit that to you Mr. Chairman? I'm not sure that I 
would give you tho right school. Tm beginning to get confused with 
schools now, and I m fearful that I inay say 

Mr. DiNGELL. Oj'<. If you will then identify that for the subcom- 
mittee. 

Mr. KussEROw. I will. Yes, sir. 

Mr. DiNGELL. Could you, though, please explain the examples in 
slightly greater detail. These have peaked my interest. 

Mr. KussEROw. I believe you're probably referring to the kinds of 
things that we !">d on page 12 and 13 of our renort, where we talk 
about, like for example, receptions and catered dinners, including 
rental of tents and liquor and things of that sort, and walk through 
that? 

Is that what you're looking for, Mr. Chairman? 

Mr. DiNGELL. You can address it that way, if you like. 

Mr. KussEROW. If you go to page 12 of the testimony, we cite the 
kinds of things that we have encountered that are fairly common, 
and among thorn, of course, are the idea of reception and catered 
dinners, including rental of tents, liquor, the whole balloons, valet 
parking, and things that relate to that. I had looked at them one 
way with you, but let me just see if I can kind of crosswalk it now. 

We did find those kinds of things at such places like the Univer- 
sity of Texas Southwest Medical Center or Johns Hopkins, the Uni- 
versity of Pennsylvania, the University of Pittsburgh, Duke and 
Emory to kind of give you an idea just in the finite list that we 
were working from, just how common that kind of an expense 
problem is. 

With regards to the legal expenses for lawsuits that really are — 
lawsuits that really are unrelated to research and to the grants, we 
found those kinds of problems, as I mentioned earlier, at Dart- 
mouth and at the University of Pittsburgh and the University of 
Southern California. 
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With regards to things like the travel kind of abuse situation, 
that really is travel that is unrelated to any research effort. I had 
already mentioned the one thing about the president's wife for 
trips to the Grand Cayman Islands. That relates back to Pitts- 
burgh. 

But those kinds of things also have popped up elsewhere. We 
have it at Hopkins; we have it at Yale; we have it at Dartmouth. 
There s a number of other schools on the list, again to indicate that 
that is a common type of abuse that we have encountered. 
With regards to that special merchandise item that we have in 




might have slipped past the accountants. That was the University 
of Pittsburgh. 

On the private club membership, I had mentioned, as we went 
down the list of the schools, that that was a fairly common thing, 
and indeed it was. We have that, if you go back on the list on page 
14, you'll see that most of the schools are in that category, that 
have sponsored club membership in golf clubs, membership and 
charged it to the indirect cost pool portion which goes to the Feder- 
al Government. Johns Hopkins has done that, the University of 
Pennsylvania, the University of Pittsburgh, Duke, Emory, Wash- 
ington University at St. Louis, the University of Southern Califor- 
nia. So a m^ority of the schools that we're currently looking at 
have that as a problem. 

The example I had given on the engraved decanters—that's from 
Neiman-Marcus— that is the University of Texas Southwest Medi- 
cal School, as I had mentoned earlier. On the sculpture that we 
had talked about earlier, that was Washington University at St. 
Louis. 

With regards to the mailings and other expenses that relate to 
alumni activities, that is something again that s fairly common. We 
found that so far in the list that appears on page 14. We found that 
at Yale. We found it at Penn. We found it at the University of 
Pittsburgh and Emory. 

Things like the president's house, the flowers, the chauffeur, the 
travel, gifts, cleaning supplies, and other miscellaneous things, 
those are very, very common. Most of the schools which I have 

fone through on page 14 have those kinds of problems to one 
egree or another. 

So I think by buUeting it out, the point that I would make is that 
we're not talking about isolated types of problems where there may 
have been an inadvertence on somebody's part, or it is njt 
common; it is an aberration which is very unusual. 

No, that's not the case at all. We do find that these things tend 
to be fairly common types of problems that we encounter. 

Mr. DiNGELL. Now you mentioned in your report, and other 
members have inquired of it, you mentioned a weakness in a col- 
lege department's— or rather in a college purchasing department's 
function, which allowed an employee to establish a flctitious com- 
pany and embezzle over $400,000 from federally-sponsored research 
projects. Was that money which was taken from overhead ac- 
counts, or was that taken 
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Mr. KussEROW. That came out of— not of the indirect, that came 
out of the direct. 
Mr. DiNGELL. It came out of direct. 

Mr. KussEROW. And that had Federal identity all the wa^ 
through the whole thing. That was the one I mentioned at the Uni- 
versity of California at San Francisco, wherein the individual was 
convicted, and the money was recovered to the Government. 

Mr. DiNGELL. The money was recovered? 

Mr. KusSEROW. Yes, sir. 

Mr. DiNGELL. That indicates very, very bad auditing, very, very 
bad accounting, very, very bad property and financial manage- 
ment, does it not? 

Mr. KussEROW. It absolutely would, except for one thing, Mr. 
Chairman, and that is, the internal auditors at the University of 
California at San Francisco were the ones that found it and report- 
ed it. So in this case^ I would give them a kudo for that, because 
they did find it. They did report it, and the^ did permit us to move 
ahead with resolving the issue without — with all of the support of 
the university behind it. So they were very supportive in that case. 

Mr. DiNGELL. Very good. Now one of the concerns that this com- 
mittee had earlier was the inadequacy of the utility study which 
had taken place. 

According to your report, HHS has found, and I quote now, "sig- 
nificant denciencies", close quote, at one of its universities. The 
report states that the Office of the Inspnector General has found an 
inordinate number of exceptions relating to the accuracy of the 
data collected and determined that the proposed energy costs appli- 
cable to research were significantly overstated. 

Now which university was this? Would you rather give us— — 

Mr. KussEROW. Do I have to answer that, because I think it was 
my alma mater. 

Can I submit that for the record, Mr. Chairman? 

Mr. DiNGELL. We are inquiring— we are inquiring, amongst other 
things, about the University of Michigan. I see why we— I see no 
reason why we 

Mr. KussEROW. I believe it was my alma mater. I believe it was 
UCLA. But to be absolutely certain, I'd like to research that out 
independently and make sure and document that that's exactly the 
right school. 

I had hoped that I would not have to mention that school during 
the course of this hearing, and I'm somewhat flustered by the fact 
that it somehow has come out. 

Mr. DiNGELL. Now tell me about, how was the allocation proce- 
dure on this matter rectified? 

Mr. KussEROW. It was done— if we're talking about the right sit- 
uation, it was done— it was done through the negotiation— cost ne- 
gotiation process performed by Mr. Talesnik's stafT. 

Mr. DiNGELL. Mr. Moley, did you want to make a comment? 

Mr. Moley. Just that I noted in my opening statement, Mr. 
Chairman, that one of the things, in order to improve our negotiat- 
ing position is, that we are, in fact, now contracting for some spe- 
cialized consulting services, one of which is for engineers to help us 
in evaluating the utility studies that compose part of the negotiat- 
ing process, and Mr. Talesnik may want to speak to that as well. 
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Mr. Talesnik. Yes, Mr. Chairman. These utilities studies are 
done primarily by engineers. They basically go out and try to deter- 
mine the amount of energy usage by different kinds of space within 
an institution. 

Sometimes they're done well, and sometimes they're not done so 
well. We do find discrepancies. We do find areas that we question, 
either in the negotiation process or, as Mr. Kusserow mentioned, in 
the audit. 

But one of the problems we've had in evaluating those kinds of 
studies is we do need some specialized technical assistance, and 
that's why we have decided to try to do something along those lines 
through contracts. 

Mr. DiNOBLL. You mentioned that the study was flawed. Could 
you gentlemen give us some assistance as to the character of the 
flaws and the loss or detriment that was suffered by the Federal 
Government as a result of this? 

Mr. Kusserow. Yes, but I think if we could, we'd like to supply 
that for the subcommittee. 

Mr. DiNGELL. Very well. 

Mr. Kusserow [continuing]. To give you the proper detail. 
Mr. DiNGELL. Very well. 

Well, gentlemen, we have kept you a long time. You have been of 
enormous assistance to the committee. We believe that our inquiry 
has been carried forward much better because of your invaluable 
aid and help to us, and I want to express to you, Mr. Kusserow and 
Mr. Moley and your associates, the thanks of the committee, not 
only for your presence here, but for your invaluable assistance to 
us in connection with the audits now ongoing, and we look forward 
to further successes in your undertakings, as we know we will see, 
and Tm sure that your efforts will spark continued generosity on 
the part of the colleges and universities of the United States in re- 
turning moneys to their Government. 

Gentlemen, you depart with the thanks and the appreciation of 
the committee. 

Mr. Kusserow. Thank you, Mr. Chairman. 

Mr. Moley. Thank you, Mr. Chairman. 

Mr. DiNGELX.. The Chair announces that our next panel will be a 
panel composed of Rear Admiral William C. Miller, Chief of Naval 
Research, Office of Naval Research, and Mr. Fred C. Newton, 
Deputy Director, Defense Contract Audit Agency. 

Gentlemen, we thank you also for being with us here today. 

The Chair notes that in our earlier hearings your assistance to 
the committee was very significant, and we very much appreciate 
your earlier help and your continuing assistance to the committee 
in this very difficult matter. 

So Admiral Miller and Mr. Newton we want to express our par- 
ticular thanks to you. We note that you have been conducting your 
affairs with a great deal of vigor and energy for which we com- 
mend you. 

Admiral and Mr. Newton, having been before us earlier, you are 
aware of the practices of the committee. It is, of course, as you 
know, the practice of the committee that all witnesses are properly 
sworn. 
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For your information, copies of the rules of the committee, the 
subcommittee, and the House are there at the witness table to 
assist you. 

The Chair inquires first: Do you gentlemen have any objection to 
testifying under oath? 
Admiral Miller. No, sir, I do not. 
Mr. Newton. No. 

Mr. DiNGELL. Gentlemen, the Chair inquires, since you are testi- 
fying under oath, it is your right to be advised by counsel during 
your appearance here. Is it your wish, either of you gentlemen, 
that you should be advised by counsel during your appearance? 

Admiral Miller. No, sir. 

Mr. Newton. No, sir. 

Mr. Dingell. Very well, then, gentlemen, if you have no objec- 
tion to testifying under oath, if you will please rise and raise your 
right hand. 

{Witnesses sworn.] 

Mr. Dingell. Gentlemen, the committee thanks you for your as- 
sistance to us. You may consider yourselves under oath and recog- 
nized for such statement as you choose to give. 

TESTIMONY OF REAR ADM. WILLIAM C. MILLER, CHIEF, OFFICE 
OF NAVAL RESEARCH, U,S. NAVY; AND FRED J. NEWTON, 
DEPUTY DIRECTOR, DEFENSE CONTRACT AUDIT AGENCY 

Admiral Miller. Thank you, Mr. Chairman. With the Chair's 
permission, I would like to submit my formal, prepared remarks 
for the record and summarize them briefly for y )u here. 

Mr. Dingell. Without objection, that will be q Dne. You are recog- 
nized for such summary. 

Admiral Miller. Mr. Chairman and members of the committee, I 
appreciate this opportunity to testify today and to update you on 
the status of overhead negotiations at Stanford University. I will 
also briefly summarize some of the actions the Department has 
taken to improve administration of federally sponsored research at 
other DOD cognizant universities. 

First, with regard to overhead rate negotiations between the 
Government and Stanford, on April 9 of this year, following exten- 
sive review and analysis, the Government notified Stanford that all 
Memoranda of Understanding existing between the university and 
the Government, except the one covering tuition remission, had 
been cancelled, effective September 1, 1990, the beginning of Stan- 
ford's fiscal year. 

This action was based on the best information we had available 
at that time, and upon the recommendations of DCAA, the Depart- 
ment of Health and Human Services, the Government Accounting 
Office, and the Navy's own Special University Team at Stanford. 
The single MOU remaining with Stanford, on tuition remission, 
has been retained pending Offlce of Management and Budget 
review of Government policy in this area as part of a comprehen- 
sive study of regulations governing indirect costs charged to the 
Government by the universities; that is. Circular A-21. 

From April 9 to April 25, Stanford and the Government contin- 
ued to negotiate the university's fiscal year 1991 indirect cost rates, 
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but were unable to reach agreement. Therefore, because no addi- 
tional substantive information was expected to be available in the 
foreseeable future, the Government issued a unilateral rate deter- 
mination to Stanford that established a provisional rate of 55.5 per- 
cent, also backdated to September 1, 1990, their current fiscal year. 

After audit of Stanford s final indirect cost rates, following the 
end of their fiscal year, ONR and Stanford will negotiate a final 
rate for this fiscal year. Any over or underpayments during that 
year will be reflected in subsequent year indirect cost rate negotia- 
tions. 

As a result of related concerns about inappropriate indirect costs 
having been charged to the Government more broadly, the Navy 
has initiated several actions to provide greater visibility into cer- 
tain elements of university indirect costs and to better assess the 
potential risk of encountering such practices at DOD cognizant uni- 
versities other than Stanford. 

First, ONR and DCAA are working together on a study of all 
Memoranda of Understanding at allTX)D cognizant universities. 
This study is specifically designed to determine whether these 
MOU's are consistent with Federal regulations, whether they pro- 
vided for an appropriate method of cost recovery, and whether they 
adequately protect the Government's interests. 

At a minimum, the studv will determine which MOU's are cur- 
rently active and legally binding— if you will recall, that was a 
question we had at Stanford— and obtain DCAA audits and com- 
ments on all active MOU's. We also intend to negotiate revisits to 
each active MOU as required to resolve any issues raised by DCAA, 
and to ensure that each MOU includes an expiration date, rather 
than being left open ended. ^ „ , 

Audits have now been completed by DCAA at 19 of the 20 DOD 
cognizant institutions at which MOU'^s are outstanding. We expect 
that the audit of the 20th, the California Institute of Technology or 
Cal Tech will be completed by the end of this month. All these in- 
stitutions have been advised in writing that their currently active 
MOU's will either be discontinui^ or renegotiated by the close of 
the current fiscal year. We in the DOD plan to start fiscal year 
1992 with a clean slate. 

Second, ONR has prepared a new comprehensive practices and 
procedures manual— new policy if you will— governing indirect cost 
negotiations and MOU's, with an emphasis on ensuring uniformi^ 
and consistency in the treatment of indirect costs. This new guid- 
ance is now in distribution to all ONR university business affairs 
representatives. Any new MOU's to be negotiated will be reviewed 
and approved under these more rigorous procedures. 

Third, in early April of this year, I sent personal letters to the 
president of every DOD cognizant institution, asking that each of 
them take a personal interest in reviewing their internal controls 
and ensuring that procedures are in place to guarantee proper indi- 
rect cost charges for federally sponsored research. , ^ ^ ^, ^ ^. 

I also enclosed with each of these letters, a copy of GAO s testi- 
mony before your committee, sir, on March 13, as a guide to these 
universities for the types of costs that they ought to look for. 

Mr. Chairman, I believe that we now see that the universities 
are beginning to take a long, hard look at their accounting, audit 
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and internal control procedures. They are reviewing their screen- 
ing processes to ensure equitable treatment of indirect cost alloca- 
tions, and, more importantly, they are withdrawing not only unal- 
lowable costs; that is, those specifically disallowed, but also other 
coats that may be technically allowable, but are now perceived as 
inappropriate charges to the Government in support of Federal re- 
search. 

For example, I understand that MIT has withdrawn costs for offi- 
cial functions, dinners, dinner meetings and receptions at the presi- 
TnJ?^^ period fiscal year 1986 through fiscal year 

1990, and other expenses that they have since deemed to be inap- 
propriate. Similarly, CJornell has withdrawn all costs associated 
with their President's household expenses and maintenance costs, 
as well as meeting costs that may have been inappropriately in- 
cluded. 

Cal Tech and Columbia have withdrawn like charges. I antici- 

Sate more charge withdrawals in the months to come, as all of the 
lation s universities review their indirect cost records and reevalu- 
ate their earlier interpretations of Federal guidelines. 

We are now working with DCAA to establish procedures for re- 
turning these moneys to the Treasury, including direct refunds for 
any billed costs that are found to be blatantly unallowable. 

Since I testified last before this committee, OMB has initiated a 
major review of Circular A-21, including tougher guidelines on both 
indirect cost reimbursements and internal cost allocation controls. 
I applaud their proposal. The Navy and DOD believe it will con- 
tribute significantly to clarifying the question of which indirect 
costs may be charged to the Government. I would add, sir, that 
both Mr. Newton and myself, as well as Mr. Moley and Mr. Kus- 
serow, have been participating in the studies with OMB. 

Also during my last appearance before this committee, I de- 
scribed a program initiated by ONR and DCAA in 1989 to help al- 
leviate the problem of keeping up with the heavy Federal audit 
load. That program called the University Coordinated Audit Pro- 
gram, or UCAP, has proven successful at the two test universities; 
and so this July, ONR and DCAA are planning a second UCAP 
meeting here in Washington to ask 23 other universities to partici- 
pate in the program. 

We see this initiative as a means of maintaining the Federal 
audit presence at these universities while decreasing the overall 
audit workloads so that we can keep our university audits up to 
date. We believe that the system won't work without adequate 
audits. 

Mr. Chairman, I believe there is room for improvement in every 
aspect of this system, from providing clear and consistent guidance, 
to tightening administrative procedures, from selecting and train- 
ing of negotiators to ensuring adequate audit support for those ne- 
gotiators. We are working all of these areas in parallel, and I be- 
lieve the taxpayers have every reason to demand and to expect 
better performance from us in the future. 

I also firmly believe that the overall situation is turning around, 
not in small part to all the publicity that hearings like today's and 
those on March 13 have given to the situation. The Navy and 
DCAA are developing a closer, more effective relationship. The uni- 
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versities are scrutinizing their own previous charges and tighten- 
ing their internal oversight controls. The administration has taken 
the lead, as we have seen, in developing more definitive indirect 
cost guidelines. 

I would like to conclude my remarks to you this morning with an 
assurance to the members of this committee that the Navy is work- 
ing diligently to ensure that federally sponsored research main- 
tains the highest standard of public accountability. 

I believe the initiatives I have outlined for you today demon- 
strate that commitment. One thing before I relinquish the micro- 
phone, sir: with all due respect, to correct a remark that you made 
in your opening remarks. To your great disappointment, Mr. New- 
ton's, and my own, we do not have a check from Stanford. 

Mr. DiNGELL. You do not? „ , » , , 

Admiral Miller. We do not have a check from Stanford. A check 
was proffered to the Government yesterday, last night, but it came 
with a string attached that we would not accept. The check covered 
some unallowable costs, but it came with an endorsement that said, 
acceptance of this check would mean that the Government agreed 
to relinquish any rights to future collecting of interest on this 

matter. , . «- 

We refused the check. We're sending it back and we have offi- 
cially notified Stanford of that. As an aside, I will tell you I imme- 
diately picked up the phone last night, and I called both the presi- 
dent of the university and the president of the Board of Trustees of 
Stanford University and expressed to them my disappointment in 
that approach. Thank you, Mr. Chairman. That concludes my re- 

[The prepared statement of Rear Admiral Miller follows:] 
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Mr. Chairman and nitnbttrs of the Committee, I appreciate 
this opportunity to tebtify today to update the status of 
overhead negotiations at Stanford University, and to tell you 
about some of the actions the Department has taken to improve 
administration of federally sponsored research at other DoD- * 
cognizant universities. 

First, I will summarize the status of the overhead rate 
negotiations between the government and Stanford University. 

On April 9, the government notified Stanford that all 
Memoranda of Understanding (MOUs) existing between the university 
and the government, except tuition remission, were canceled 
effective September l, 1990. This was done based on analysis of 
the best information we had available, and upon recommendations 
by the Defense Contract Audit Agency (DCAA) , Department of Health 
and Human Services (DHHS) , the General Accounting office (GAO) , 
and the Navy's own Special University Team. 

The single MOU on tuition remission was retained pending 
Office of Management and Budget (OMB) review of government policy 
in this area as part of a comprehensive study of OMB circular A- 
^1 governing cost principles for use in federal contracts and 
grants to universities. 

From April 9 to April 25, Stanford and the government 
continued to negotiate the university's FY 1991 Indirect "Dst 
Rates, but were unable to reach an agreement. Therefore, because 
no additional substantive information was expected to be 
available in the foreseeable future, the government issued a 
Unilateral Rate Determination to Stanford that established for 
Stanford's FY 1991, a Provisional Rate of 55.5%, effective as of 
the beginning of their fiscal year, September 1, 1990. This rate 
was based on DCAA audits, supplementary Infoxrmation provided 
earlier by Stanford, and related analyses. 

After audit of Stanford's final indirect cost rate proposal 
following the end of their fiscal year, the Office of Naval 
Research (ONR) and Stanford will negotiate a final rate for FV 
1991, and any over or under payments during this fiscal year win 
be reflected in subsequent year indirect cost rate negotiations. 
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KM I testified on March 13, 1991, to this Committee, the 
Office of Naval Research (ONR) , acting for the Department of 
Defense — and in concert with the Department of Health and Human 
Services and the Department of Energy ~ is assigned 
responsibilities for overhe&d rate negotiations and audit 
resolution at certain designated universities. These functions 
are conducted on behalf of all Federal agencies under a 
"cognizant agency" concept established by the Office of 
Management and Budget in 0MB Circular A-88. 

The universities and nonprofit institutions assigned to ONR 

are: 

Alaska, University of 
Brown University 

California Institute of Technology 

Carnegie-Mellon University 

Charles Stark Draper Laboratory, Inc., The 

college of Lake county 

Colorado School of Mines 

Columbia University 

Cornell University (Endowed Colleges) 

Cornell University (Medical College) 

Cornell University (Statutory Colleges) 

Dayton, University of 

Denver, University of 

Emmanuel college 

Georgia Institute of Technology 

Hawaii, University of 

Illinois/ University of, at Chicago 

Illinois, University of, Urbana-Champaign 

Massachusetts Institute of Tecnnology 

McMaster University 

Metalworking Technologies, Inc. 

Miami Valley Research Institute 

National Academy of Sciences 

New Mexico Institute of Mining & Technology 

New Mexico State University 

Notre Dame du Lac, The University of 

Pennsylvania state University 

Polytechnic Institute of New York 

Regis College 

Rhode Island, University of 
Rochester, University of 

Southeastern Center for Electrical Engineering Education 

Smithsonian Institution 

Stanford University 

Stevens Institute of Technology 

Syracuse University 

Toronto, University of 

Virginia Institute of Marine Science 

Virginia Military Institute Research Laboratories 
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Wentworth institute of Technology 
William and Mary, The College of 
Woods Hole Oceanographic Institution 
Wright state university 

Management of indirect cost negotiations at these 
universities is assigned to two Ollk regional offices, one located 
in Boston, Massachusetts, and the other located in Monterey, 
California. These field offices employ Resident Representatives 
to administer DoD contracts and grants, and to negotiate indirect 
cost rates for all government agencies at the schools under their 
jurisdiction. They operate from field sites, often physically 
located on university campuses. CNR Resident Representatives are 
located in Cambridge, Massachusetts; New York City,- Chicago; 
Columbus; Washington, D.C.; Atlanta; Los Angeles; La Jolla; 
Stanford; Berkeley; Albuquerque; Seattle; and Austin. 

Audit responsibility for all DoD-cognizant universities has 
been assigned to the Defense Contract Audit Agency (DCAA) . 

As a result of current concerns about inappropriate indirect 
costs having been charged to the government, the Navy has 
undertaken several actions intended to provide greater visibility 
into certain elements of university indirect costs, and to better 
assess the potential risk of encountering such practices at DoD- 
cognizant universities other than Stanford. 

First, CNR and DCAA initiated a study of all Memoranda of 
Understanding at all universities under DoD cognizance, designed 
to determine if these MOUs were consistent with federal 
regulations, if they provided for an appropriate method of cost 
recovery, and if they protected the government's interests. At a 
minimum, this study was designed to; 

o Determine which MOUs were currently active and legally 
binding; 

o Obtain DCAA audits and comments on all active MOUs; 

o Negotiate revisions to each active MOU as required to 
resolve any issues raised by DCAA audits; and 

o Ensure that each MOU included an expiration date. 

Audits have been completed by DCAA at 19 of the 20 DoD- 
cognizant institutions at which MOUs are employed. Audits at the 
20th, California Institute of Technology, will be completed by 31 
May 1991. These institutions have also been advised in writing 
that their currently active MOUs will either be discontinued or 
renegotiated by the close of the current fiscal year. I would 
like to add that DCAA found many of the MOUs to be reasonable and 
appropriate. 
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second, ONR has prepared a n«w« comprehensive practices and 
procedures manual governing indirect cost negotiations, including 
entering into any new MOUs, with an emphasis on uniformity and 
consistency in the treatment of indirect costs. This new 
guidance has been completed and is now in distribution to all ONR 
University Business Affairs field representatives. Any new MOUs 
to be reviewed and approved under these procedures will require: 

o Formal headquarters approval by the ONR University 
Business Affairs management of all pre- and post- 
negotiation clearance memoranda for indirect costs; 

o Prior approval by the Office of the Assistant Secretary 
of the Navy (Research , Development and Acquisition) of any 
MOU meeting the definition of an advance cost agreement 
under the Federal Acquisition Regulations FAR 31.109; 

o Headquarters Legal Counsel review of all business 
clearance memoranda and proposed MOUs prior to execution; 

o Audit reports to accompany all business clearance 
memoranda for indirect cost rate negotiations, specifically 
addressing contractors' compliance with 0MB Circular A-21 
regarding physical inventories required to support building 
and equipment use or depreciation charges; and 

o All interested federal agencies are to be invited to 
participate in the indirect cost negotiation process. 

Third, in early April of this year, I sent personal letters 
to the presidents of all DoD-cognizant institutions asking that 
they review thdir internal controls, and ensure procedures are in 
place to guarantee proper cost allocations and charges to 
federally-sponsored research. X also enclosed with each of these 
letters a copy of GAO's testimony before this committee, on March 
13, 1991, entitled "Indirect Costs Charged by Stanford," to guide 
them in looking for problem areas. 

Mr. Chairman, we now see that universities ^jis, beginning to 
take a long, hard look at their accounting and audit procedures. 
They are reviewing their screening processes to ensure consistent 
treatment of unallowable charges and, most importantly, they are 
withdrawing not only the unallowable costs this new scrutiny is 
finding, but also other costs that may be technically allowable, 
but are perceived as inappropriate charges to the government in 
support of federal research. In November 1990, the DoD 
Supplement to the Federal Acquisition Regulation (DFAR) was 
amended to identify certain costs that were not allowable as 
charges to defense contracts. What many schools are doing now is 
using the DFAR amendment as a guide, supplemented by the 
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April 22, 1991 0MB draft list of unallowable costs to be 
Incorporated in A-21, to withdraw costs that had been allowable 
tix months d^o. 

For example, I understand that the Massachusetts Institute 
of Technology (MIT) has withdrawn costs for official functions, 
dinners, dinner meetings, and receptions at the president's house 
for the period FY 1986 through FY 1990, and other expenses that 
they have since deemed inappropriate. 

I understand that Cornell has withdrawn all costs associated 
with their president's household expenses and maintenance costs, 
as well as meeting costs that may not have been included 
appropriately; and that Caltech and Columbia have also withdrawn 
charges. 

We are now working with DCAA to establish procedures for 
collecting these voluntary refunds, including direct refunds for 
any billed costs which are found to be blatantly unallowable. 

Mr. Chairman, I anticipate more charge withdrawals in the 
months to come as all of the nation's universities review their 
indirect cost records and re-evaluate their earlier 
interpretations of Federal guidelines. 

Since I testified before this Committer last, OMB has 
initiated a major review of OMB Circular A-21, including tougher 
guidelines on both indirect cost reimbursements and internal cost 
allocation controls. The proposed new restrictions would 
prohibit universities from charging the government for 
reimbursement of certain costs associated with: 

o Entertainment and Alcoholic Beverages 

o Officers' Housing and Personal Living Expenses 

o Goods or Services for Personal Use 

o Memberships 

o contributions 

o Advertising and Promotion 

o Lobbying 

o salaries in excess of limit established by Section 213 of 

P.I. 101-517 for direct charges 

o Travel costs exceeding standard commercial fare, 

o All costs of travel by and subsistence for the 

institution's trustees, 

o (^Golden Parachute Payments" 

o Defense of Fraud 

o Fines and Penalties 

0 Commercial Insurance against Defects 

1 applaud this proposal, and the Navy and DoD believe it 
will contribute significantly to clarifying the question of 
indirect cost charges that may not be charged to the government. 

5 
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Also during my last appearance before this Coinnitt«e, I 
dsscrib«d a program initiated by ONR and DCAA in 1989 to halp 
allaviata tha problam of obtaining timaly audits. That program, 
ths University Coordinated Audit Program or UCAP, has provesi so 
successful at MIT and Penn State that this July ONR and DCAA are 
planning a second UCAP meeting here in Washington to ask 23 other 
universities to participate in the program. He see this 
initiative as a means of maintaining federal audit visibility 
into university cost systems, while decreasing the overall audit 
workload so that audits can be maintained up to date. 

Mr. Chairman, there is room for improvement in every aspect 
of the system — from providing clear, consistent guidance, to 
tightening administrative procedures; from selection and training 
of negotiators, to ensuring adequate audit support of 
negotiations. are working all of these areas in parallel, and 
I believe the taxpayers h^ve every reason to demand and expect 
better performance from us in the future. 

I also firmly believe that the overall situation is turning 
around. The Navy and DCAA «s:« developing a closer-more 
effective, mutually supportive relationship; th universities are 
scrutinizing their previous ch?irges and tightening the^r internal 
oversight controls; and the adiainistration has taken the lead in 
developing more dofinitive indirect cost guidance. 

Mr. Chairman, I complete ray testimony with an assurance to 
you and to the raembers of this Committee that the Navy is working 
diligently to ensure that federally sponsored research maintains 
the highest standard of public accountability. I believe the 
initiatives 1 have outlined for you today demonstrate that 
commitment. 

I would be pleased to answer any questions that you or other 
Committee members nay have. 

end 
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Mr. DiNOELL. Admiral, you are fre^i to correct the Chair any time 
you find him wrong. I want you to understand that. The Chair is 
gomg to recognize my good friend— I'm sorry, Mr. Newton, you had 
a statement. You have my apologies. I did not mean a discourtesy 
to you. 

TESTIMONY OF FRED J. NEWTON 

Mr. Newton. Thank you. Good afternoon, Mr. Chairman and 
members of the subcommittee. As you have requested, I will ad- 
dress the activities of the Defense Contract Audit Agency, DCAA, 
in auditing costs billed for Government-sponsored university re- 
search. 

My comments will focus on DCAA activities since the hearing 
held by this subcommittee on March 13, 1991, and will particularly 
address the ongoing audit effort at Stanford University and the 
other universities we audit. 

DCAA has continued to aggressively pursue resolution of the 
many cost allowability and allocability issues. We have found that 
the university promises to return money which they inappropric*^^ 
ly billed to and received from the Government have not resulted in 
any refunds. The universities still hold the money. For example, 
Stanford University continues to hold every dollar it received from 
the Government for its yacht, shopping center subsidization, cock- 
tail parties, et cetera. 

Applicable regulations permit, in some circumstances, the han- 
dling of adjustments to prior year negotiated fixed rates as a carry 
forward to a future year's negotiation. The carry forward adjust- 
ment provisions properly apply where allowable costs incurred on 
research are under the amounts estimated for interim building 
purposes. Applying the carry forward provisions to unallowable 
costs can place recovery of Government payments for such costs in 
limbo for an extended period. It would, in effect, encourage the bill- 
ing of unallowable costs as a free loan from the Government. 

When the adjustments are for such unallowable costs as identi- 
fied in the Stanford situation, anything less than an immediate 
refund is unacceptable. With this perspective in mind, I instructed 
the cognizant DCAA auditor, Mr. Joe Riden, to ask Stanford to 
issue a check. Mr. Riden was advised on April 25, 1991, by Mr. Wil- 
liam Massey, vice president at Stanford, that a check for $924,517 
would be issued within a few days for adjustments claimed on indi- 
rect costs for the period 1981 through 1988. A follow-up a week 
later disclosed no refund had been made. 

On May 6, 1991, Mr. Massey expressed concern that issuine a 
check to the U.S. Treasury might not result in the proper distribu- 
tion to Government agencies. On Tuesday, May 7, Stanford's coun- 
sel wrote to me advising willingness to bring the check for 
$924,517. I advised Admiral Miller, Chief of Office of Naval Re- 
search, of their offer, and he agreed to contact Stanford. I under- 
stand the check delivered had unacceptable conditions and was re- 
jected by the Navy. 

I would be pleased to have this refund forthcoming; however, the 
committee should also be aware that this amount does not include 
unallowable costs for 1989 and 1990. 
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The California Institute of Technology announced that it would 
withdraw about $500,000 for costs inappropriately billed to the 
Government. They have indicated plans to eigree to an ac^ustment 
in final settlement of costs for 1987 to 1990. To the extent that the 
Government has previously paid for these inappropriate billines, 
an immediate refund payment to the Government, snould be made. 

The Massachusetts Institute of Technology recently announced it 
would repay $768,000 for chai«es to the Government for dinners, 
receptions, alcohol beverages, flowers to the president's home, et 
cetera. The refund has not yet been made. 

While I applaud the offers to return the Government funds, par- 
ticularly from those institutions who initiated their own reviews to 
determine the amounts, it is time to see deposits in the U.S. Treas- 
ury. Our auditors at the universities where we have cognizance are 
working closely with the Office of Naval Research contracting offi- 
cers in attempts to get the money back. 

In addition to delaying the refund, Stanford has continued delay- 
ing access to its records and its personnel. They have required 
every request for documents to be submitted in writing to the con- 
troller's office. Days and, in some cases, weeks go by while they 
screen the documents before turning them over to the auditors. 
The university representatives have been reluctant to have our 
auditors interview those personnel responsible for preparing the 
documentation and incurring the cost. 

These conditions only stimulate adversarial relations and ineffi- 
ciency. DCAA attorneys have had extensive discussions with Stan- 
ford representatives in recent weeks. One result has been the issu- 
ance by Stanford on May 6, 1991, a letter to DCAA identifying new 
procedures for obtaining access to documents and personnel. The 
procedures sound like a significant improvement. The proof will be 
in the implementation. . 

In prior testimony to your subcommittee, I reported on signifi- 
cant problems with unsupported cost allocation methods at Stan- 
ford. The conditions described include a continuation in current 
billing rates proposed by Stanford of highly inappropriate costs and 
inequitable cost allocations. 

These problems have been relieved by strong action by the Office 
of Naval Research. On April 25, 1991, they cancelled for the cur- 
rent fiscal year virtually all of the Memoranda of Understandings 
and established a current year billing rate of 55.5 percent. This re- 
duction of Stanford's proposed 74 percent rate equals about $20 

million. „ ™, , , 

Conditions at the Massachusetts Institute of Technology, com- 
monly referred to as MIT, were previously reported as being much 
better than at Stanford. With regard to managerial cooperation, 
that remains the case. However, there are problems. One is the 
need to resolve questions regarding the allocation of library coste. 
These costs have been allocated over the 5-year period 1986 
through 1990 on the basis of a fixed 49 percent rate authorized by a 
Memorandum of Understanding executed in August, 1985. A copy 
of the memorandum is submitted as an appendix to my statement. 

The allocation rate computation on the second page of the me..no- 
randum excludes undergraduate students from _ the allocation. 
Some estimates of the impact of this exclusion indicate an adverse 
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imi^ct to the Government of about $1 million per year. The cause 
of this condition appears to be the result of some confusion on the 
part of everyone involved, includina; the DCAA auditors, at the 
time the memorandum was developed. 

If the allocation had been the subject of periodic cost analysis by 
the university as the application regulations proscribe, the perpet- 
uation of the quef^L liable allocation exclusion would likely have 
been avoided. Most certainly, more current data should have been 
used for this significant cost allocation. Our auditors are working 
with the Office of Naval Research to resolve this issue. We are con- 
tinuing our audit of other MIT costs. 

We're also in the midst of audits at all of the 40 universities 
where we have audit cognizance. The results are not yet available, 
but preliminary assessments indicate there are some cost allocabi- 
lity and allowability problems. 

Examples are: Nfo. 1: Transaction tests at Carnegie Mellon Uni- 
versity disclose unallowable direct and indirect costs which have 
been included in the Government billings. The auditors sought to 
expand their sample, but university representatives cited difnculty 
|n running « data retrieval program. Subsequently, they asked the 
pCAA auditors to stop their audit until an internal review might 
be performed. 

No. 2: The University of Hawaii is using an unsupported alterna- 
tive allocation procedure for library cost. The cognizant DCAA 
auditor advises that the Government is being billed excess costs es- 
timated at $500,000 annually. 

Generally, the auditors indicate that there is considerable con- 
cern being expressed by university managers, and effort is being 
taken to screen out the type of costs which might be embarrassing 
if disclosed. 

Regarding responsibility for university cost problems, I will em- 

Smasize that while effective Government oversight is needed, it is 
iiUy and completely the responsibility of the universities to live up 
to the terms of their contracts and grants. It is up to the university 
management, not the Government employee, to set a clear tone 
from the top that responsible and ethical conduct will prevail in all 
matters affecting the use of public funds. 

The Department of Defense htis for several years been encourag- 
ing increased contractor self-jjovernance. It is a program pj.-escrib- 
ing voluntary procedures for improving systems of internal control. 
While contractors were generally slow to make commitments to 
participate, significant progress has been made in the past year. 
We have been seeing positive action at some of the universities, ap- 
parently motivated by increased Government attention, including 
the investigation by your subcommittee. 

In any event, more action is needed by university executives. 
Firm procedures need to be established, including increased budget- 
ary controls and internal testing, to assure compliance with appli- 
cable regulations. By managing the cost better, I believe they can 
avoid the continuation of intense public scrutiny and distrust, and 
get on with the business of performing the research our country 
needs. 

Both the university managers implementing contractual require- 
ments and the Government auditors benefit from having applicable 
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regulations which are easily understood and consistent. There are 
presently some significant differences between the cost regulations 
applicable to defense contracts and those applicable to defense 
grants and non-defense contracts and grants. The Office of Manage- 
ment and Budget has proposed mjgor changes to the university 
cost regulations which appear to be for the purpose of eliminating 
inconsistencies. I view this as a positive step. 

There has been some discussion about solving the university indi- 
rect cost problems through the use of caps, which may be described 
as ceilings on the indirect rates or amounts which may be charged 
to Government contracts or grants. 

While I applaud any action toward resolving the problems, reli- 
ance upon caps for cost control is not a panacea, and can present 
its own unique problems. Too often, caps have the same effect as 
squeezing on a long balloon. The accountants may exercise liberal 
interpretations of cost-accounting criteria to just move the costs 
around. 

For example, there have been, for some time, caps used to con- 
trol independent research and development charged to defense con- 
tracts. Auditors will tell you that it is rare when a contractor 
spends less than the cap, and it is usual to find differing interpre- 
tations on what should be classified as independent research and 
development costs. The contractor interpretatio.is favor avoiding 
the caps, so that greater cost reimbursement may be obtained. 

If caps are used, and I am not opposed to them, it is imperative 
that provisions be made for consistent accounting practices, and as 
precise a definition of the cost subject to each cap as possible. 

If the current policy of reimbursing universities for the actual 
costs incurred in performing Government research is continued, ac- 
counting criteria for fairly measuring those costs, accompanied by 
guidelines on reasonableness, and specific allowability provisions 
should be sufficient. Since there may be some who would attempt 
to misuse the accounting criteria, the management of public fund- 
ing provided for research should be a factor in deciding whether to 
award future contracts or grants. 

Mr. Chairman and members of the subcommittee, this concludes 
my statement. I will be pleased to answer any questions. , , . , 

Mr. DiNGELL. Mr. Newton, your testimony has been very helpful. 

The Chair has got a very difficult problem on its hands. There is 
a vote on the House floor, which is going to require that I leave. I 
am going to request that, or rather, I am going to recess the sub- 
committee for 15 minutes. It is possible that if Dr. Rov/land comes 
back earlier, that he will start it up a little before that time, so 
that we can get this business done. 

The Chair apologir^s to all for this inconvenience, and we will 
recess for approximately 15 minutes. If Mr. Rowland comes back 
earlier, he will start it up earlier, while the Chair is getting back. 

The subcommittee stands in recess for that period. 

[Brief recess.] 

Mr. DiNGELL. The subcommittee will come to order. 

Gentlemen, the Chair apologizes to you for the fact that I was 
called away for a vote. We will proceed now with questions; and I 
want to thank both you, Admiral Miller, and you, Mr. Newton, for 



ERIC 



405, 



402 

your very fine statements and for the good work that you have 
been doing on the matter before us. 

Mr. Newton, in your testimony today, you described the situation 
at Carnegie-Mellon University, where your auditors were identify- 
ing both unallowable direct and indirect costs being billed to the 
Grovernment. 

Would you please, as a kindness to the committee, elaborate on 
what kind of improper charges your auditors found at Carnegie- 
Mellon, both with regard to direct and with regard to indirect 
costs, if you please? 

Mr. Newton. I have with me a couple of examples of indirect 
charges. I do not have an example with me of the direct charging 
incidents. 

In the i':>direct pool, in our audit for fiscal year 1988 at Carnegie- 
Mellon, ^ui auditors observed $160,000 of commencement costs 
which were allocated to the Government. Commencement costs are 
expressly unallowable under the provisions of A-21. 

We also observed an incident where Carnegie-Mellon University 
had a group at the Seven Springs Ski Resort, and chose to include 
that in the allocation of their fiscal year 1986 overhead to the Gov- 
ernment. The amount that they included had $4,000 for lodging 
and another $3,000 for meals and liquor charges. 

Mr. DiNGELL. Any ski-lift charges? 

Mr. Newton. No, sir, I do not see the ski-lift charges included on 
the invoice. 

Mr. DiNGELL. Could you give us copies, please, of the invoice? 
Mr. Newton. Yes, sir. 

Mr. DiNGELL. Without objection, that will be inserted in the 
record. 
[The information follows:] 
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Mr. DiNGELL. Now, you go on to state that, when your auditors 
attempted to expand their sample, Carnegie-Mellon tried to pre- 
vent this by citing difficulty in running the data retrieval system 
in its accounting system; is that correct? 

Mr. Newton. Yes, sir. 

Mr. DiNGELL. What were the difficulties? 

Mr. Newton. I do not know what their problem was. I am some- 
what familiar with the program, because the program that is in- 
cluded in their system is a software package called Datatrak, which 
was developed by DCAA. We do not normally encounter problems 
with running it once it has been installed. It is a sampling process, 
assuring that you are able to extract appropriate random samples 
from various universes. 

The auditors did continue, and are in fact continuing their audit 
effort, notwithstanding the difficulties espoused by the university. 
It just makes the timing of the effort more protracted. 

Mr. DiNGELL. Then you are telling me that Carnegie-Mellon has 
yet to present the sample being expanded; is that correct? 

Mr. Newton. Yes, sir. 

Mr. DiNGELL. OK. Now, do you believe that these problems were 
in fact legitimate? In other words, did Carnegie-Mellon have a data 
retrieval system problem, or were they trying to slow the audit? 

Mr. Newton. I am suspect of the conditions, but I do not know 
what their intentions were. 

Mr. DiNGELL. Now, then you said that they subsequently had 
asked DCAA to stop their audit and let Carnegie-Mellon conduct 
an internal review. Is that correct? 

Mr. Newton. Yes. 

Mr. DiNGELL. That is rather unusual, is it not? 

Mr. Newton. Not these days at universities, sir. the universities 
seems to be very much interested, in general in performing their 
internal reviews. When we seem to come in and find something 
which might be embarrassing, they prefer to find it themselves. 

Mr. DiNGELL. Now, has DCAA stopped its audit, or will you con- 
tinue to pursue the matter while Carnegie-Mellon does its own in- 
ternal review? 

Mr. Newton. We will continue our review. We are in fact con- 
tinuing our review. It is more difficult to do so without having the 
automated sampling process working for us. 

Mr. DiNGELL. Does the Navy have contractual rights to have the 
assistance of the university in conduct of the audit, including use of 
automated systems? 

Mr. NEViTFON. I do not believe that we have a specific contractual 
provision of that nature. It generally works out to the advantage of 
a contractor who you are auditing as well as to the auditor, for the 
use of these systems. It is more efficient for everyone. 

Mr. DiNGELL. Now, turning to MIT, my understanding is you and 
MIT have collectively identified in excess of three quarters of a 
million dollars in inappropriate charges to the Federal Govern- 
ment. Is that correct? 

Mr. Newton. Yes, sir, that is my understanding. 

Mr. DiNGELL. Has MIT taken upon themselves to voluntarily 
scrub their own accounts? 
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Mr. Newton, Yes, they have. They have been very active in at- 
tempting to perform reviews themselves. The attitude seems to be 
one of cooperation, at MIT. 

Mr. DiNGELL. I was about to lead to that question. 

What number, or percentage, of their accounts have they 
scrubbed? 

Mr. Newton. I do not know the number that they have scrubbed. 

Mr. DiNGELL. What has your staff done to validate MIT's scrub 
and to ensure that it is thorough and complete? 

Mr. Newton. We are examining the tests that they have per- 
formed, examining the workpapers, and we will be trying to assure 
ourselves that the sampling procedures have been adequate. We 
are going to assure ourselves that all of the vouchers in a particu- 
lar account that might be deemed sensitive, such as one on the 
president's personal expenditures. We would be examining that to 
assure that the tests they have performed are sufficient and reli- 
able. 

Mr. DiNGELL. Admiral Miller? 

Admiral Miller. Yes, sir. I would just like to add that MIT is 
one of the test schools in which we have tried out the University 
Coordinated Audit Program. One of the benefits of going into that 
progra^n is that the DCAA has access to the working papers of 
their internal audits, they cannot hold them back as proprietary. 
So we not only have their audit report, but the auditors can go in 
and actually look at their work papers. We can get some degree of 
confidence on whether we need to go in and re-audit it ourselves, 
or whether we can accept their results. That is a big advantage. 

Mr. DiNGELL. Now, can you describe MIT's scrub as being ade- 
quate or inadequate, based on any particular review that you have 
performed; or is that answer yet before you? 

Mr. Newton. That answer is yet before us, sir. We are ongoing 
with our review. 

Mr. DiNGELL. Now, I gather that the presence of vuur audit staff 
in the case of MIT, as in the case of all others, has, bv its increased 
presence, stimulated considerable cooperation and additional effort 
on the part of the universities in connection with these sundry 
audits; is that correct? 

Mr. Newton. Yes, sir. 

Mr. DiNGELL. Now, gentlemen, in addition, there is a concern 
about a Memorandum of Understanding entered into between the 
Government and MIT concerning allocation of library costs. 

Would you please explain to us what the current situation is re- 
garding that Memorandum of Understanding? 

Admiral Miller. Yes, sir. That Memorandum of Understanding 
has expired. Had it been still in effect in 1991, we would have can- 
celled it. 

It is an example of why we went back and told all of our DOD- 
qpgnizant universities that, effective the end of this year, we were 
hot going to have any MOU's unless they have been renegotiated 
under these new, more rigorous procedures. 

In looking at that MOU and how it was arrived at, we can see 
that there are deficiencies in the way the MOU was put together. I 
can tell you that had it come forward for approval and legal review 
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at headquarters, as we are demanding now, it would have had to go 
all the way up to the Navy Acquisition Executive to get approv^. 

It would have never survived that process, or it would have been 
improved along the way. That is the current status of that MOU. 

Mr. DiNGELL. What about the status of these and other MOU's? 
Are they subject to being cancelled by the Navy and, if so, as of 
what time, and can they be cancelled retroactively to the beginning 
of the year in which the payments are made? 

Admiral Miller. We are cancelling, or formally renewing under 
the new procedures, every MOU at every DOD school this year. If 
we take no action, it is cancelled as of the end of the year. If the 
school believes or the Government believes there is value in having 
an MOU, it has to be renegotiated this year and re-validated. 

For example, in the case of MIT's library costs, they have al- 
ready initiated a new library study to serve as a basis for future 
allocations of libraries, that we will consider after we see what 
they provide us. As of right now, there is no MOU on libraries at 
MIT. 

With respect to retrospective cancellation, I am afraid that we 
will probably be chasing that one for some time from a legal stand- 
point when the Government can or, as the universities would 
claim> cannot cancel MOU's that covered costs in completed years, 
is still not clear. 

Mr. DiNGELL. Not costs of current years. 

Admiral Miller. Not current years. 

We are addressing that through our legal stafT and developing 
the Government's position so we are on sound l^al grounds to ad- 
dress it. 

Mr. DiNGELL. Now, I gather that the Government, under the par- 
ticular MOU that we are referring to, was picking up about 49 per- 
cent of all libranr charges. I gather that the methodology and the 
calculation was flawed in that they left out undergraduate students 
in the population study, for example. 

I gather that, on the basis of DCAA audits, that we should be 
paying somewhere around 34 percent, not 49 percent. Can you tell 
me what the savings of that would be? 

Admiral Miller. I have not calculated those savings. We had to 
pull the string on that particular case, because the MOU was not 
clear nor was the documentation. 

So, in going back and researching the history of this, we fmd 
that, back in 1985, the universitv actually did a library study that 
would have supported a rate in the high 50's. 

DCAA audited that, had signiHcant problems with the way that 
study was conducted. One problem was the allocation of time for 
the research assistants. The library study said a research assistant 
ought to have 100 percent of his time and, therefore, 100 percent of 
his relative cost allocated to research, as opposed to education, and 
the Government objected to that. 

In subsequent negotiations, the library study itself included un- 
dergraduates, but in the negotiations the library study was put 
asidfe and not accepted by the Government. What the negotiator 
did at that time was to negotiate a position between the Grovern- 
ment auditors' position and MIT's library study position, which 
was 49.5 percent. 
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The documentation of that decision is, in fact, the library MOU 
that existed up until last year. 1 hat documentation, as we all see 
by looking at it, does not tell that story at all. That is why I said 
that it would never have survived the logic test in the current pro- 
cedures. 

Mr. DiNGELL. Your recommendation with regard to an equitable 
library allocation today would be what? 

Admiral Miller. I do not have personal knowledge enough to 
give you an answer. I would have to go on the allocation that has 
been negotiated for this year, which is, 49 percent. That was based 
on the past history over the late 1980's, which had been actually 
audited by DCAA. 

Mr. DiNGELL. Mr. Newton, would you have a comment as to rec- 
ommendations you would make with regard to that? 

Mr. Newton. We have not seen anything which would indicate 
that an allocation method other than that as prescribed in 0MB 
Circular A-21 should be used. That Circular prescribes the alloca- 
tion on the basis of user groups, which would include the under- 
graduates. 

Mr. DiNGELL. Could you give us a percentage? 

Mr, Newton. I do not have an exact percentage available. It is a 
signiHcant amount less. 

Mr. DiNGELL. Well, if you would want to submit a figure for that 
for the record, gentlemen, it would be appropriate. 

Mr. Newton. Yes. 

[The information follows:] 

DCAA's calculation of the library allocation rate using the default method pre- 
scribed in 0MB Circular A-21 results in a rate of 21 percent. 

Mr. DiNGELL. Now, Mr. Newton, we have here a situation where 
we find that there are flawed MOU's at Stanford which work 
against the Government's interest. I detect we now have found that 
there is a strong probability that there are flawed MOU's in oper- 
ation at MIT. Is that correct? 

Mr. Newton. Yes. 

Mr. DiNGELL. Is there any reason, gentlemen, to assume that 
there is not peril with regard to MOU's which are outstanding 
against— or rather, with regard to these kinds of expenditures with 
other colleges and universities? . 

Mr. Newton. I believe that any alternative allocation which is 
subject of a Memorandum of Understand ng should be held ac- 
countable under the criteria that is laid out in Circular A-21. That 
criteria has some very precise supporting documentation require- 
ments, including updating of that supporting documentation at 
least every 2 years. If that is not done, then whatever other alter- 
native allocation procedure that is there should be put aside. 

Admiral Miller. I would agree with Mr. Newton on that, but 
add, that the MOU's that affect the indirect cost collection rate arc 
advance agreements in the context of the Federal Acquisition Reg- 
ulations. In fact, contracting officers are encouraged by the FAR, 
the Federal Acquisition Regulations, to enter into advance agree- 
ments in cases where the allocability or allowability of a specific 
cost may come into doubt year after year. That is why, in the 
future, we are bringing these agreements all the way up to our 
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Na^ Acquisition Executive, at the Assistant Secretary of the Navy 
level, before we enter into such advance agreements. 

We have demonstrated that if you do not have adequate review 
and oversight of the process, it can result in agreements that are 
not in the Government's interest, and that is why we have changed 
our procedures. 

Mr. DiNGELL. Now, gentlemen, I guess this is particularly to Mr. 
Newton, but let us look at Lincoln Laboratory. This is a quarter-of- 
a-billion-dollar operation. It is 10 to 12 miles from the main campus 
at MIT. It is, in effect, a single research contract with the Depart- 
ment of Defense. 

Now, it is my understanding that the Lincoln Laboratory picks 
up something liks $25 million in indirect costs from the main MIT 
campus. Is that correct? 

Mr. Newton. Yes, that is correct. 

Mr. DiNGELL. Now, I am curious. What is DCAA doing to audit 
or review this MIT allocation to the Lincoln Laboratory? 

Mr. Newton. We are examining the possibility of being able to 
make recommendations for a lower allocation of the overhead 
costs. We are examining it in light of some provisions that are 
available in cost accounting standards. 

There are provisions which give guidance for dealing with a 
single contract or single final cost objective in the allocation of gen- 
eral administrative expenses. We are using the cost-accounting 
standards criteria to try to develop what we might be able to rec- 
ommend to the contracting officer. I hope that that audit will be 
concluded soon with a recommendation. 

Mr. DiNGELL. Let us take a look at this. 

Lincoln Lab is a single contractor to the f'ederal Government. 
Right? 
Mr. Newton. Yes. 

Mr. DiNGELL. That is the only function that they carry out. So, 
would I be unfair in assuming that Lincoln Lab was getting both 
its basic research contract money plus an overhead which was 
being allocated to the cost of the university? Would I be unfair in 
coming to that assumption? 

Mr. Newton. They would have the overhead that should be the 
amount which is allocable to the Lincoln Lab from the university. 
That allocation should be complying with those provisions requir- 
ing a beneficial causal relationship for measuring the amount 
which would go to it. 

Mr. DiNGELL. OK. So, Lincoln Lab, then, is getting— is financed 
from, essentially, a contract with two parts. The first is the direct 
money that they get to carry out the work. Is that right? The 
second is the part that goes to the payment of overhead costs that 
are attributed to its share of the university's total overhead costs. 
Is that a fair statement? 

Mr. Newton. I believe it is all part of the same contract. 

Mr. DiNGELL. It is all part of the same contract, but it is one con- 
tract in two parts. 

Mr. Newton. You might categorize— there are two elements of 
cost that are being charged to that contract, direct and indirect. 
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Mr. DiNOELL. So, Lincoln— I think we have established that there 
is a high probability that Lincoln is already getting its own over- 
head costs allocable to its part of the operation. 

How, then, would a contract that is done on the main campus of 
MIT have any overhead component that would be related to the ex- 
istence or non-existence of Lincoln Laboratories? 

Mr. Newton. The Lincoln Lab would be incurring many ex- 
penses which might otherwise be treated as an indirect expense if 
it were an integral part of the university. 

Mr. DiNGELL. It is 10 to 12 miles away. 

Mr. Newton. Well, whether it is or not, if it is using the serv- 
ices—for example, if they had a computer center, they had other 
types of administrative activities there, the accounting for it could 
he properly done where there would be an allocation, but I would 
expect— and to this point, I have to speculate about what is avail- 
able to them at the laboratory itself. 

I would expect that there are functions being performed at the 
lab which would normally be treated as indirect but, in the case of 
this lab, since it is one contract, that it would be charged as a 
direct charge to that single contract. 

It would not be part of the indirect expenses. The only portion of 
the charges which would be properly indirect would be those ex- 
penses from the university itself which have a beneficial or causal 
relationship to the operation of Lincoln Lab. 

Mr. DiNGELL. AH right. Now, I think we are coming to an under- 
standing, and essentially, you and are coming, I think, the agree- 
ment that, since Lincoln Lab is probably compensated for all over- 
head costs associated with it or since the university is compensated 
for all overhead costs associated with the presence of Lincoln Lab, 
that to assess any further overhead charges against other Govern- 
ment contracts because of the presence of Lincoln Lab would be in- 
correct and, essentially, constitute double billing. Is that a fair ap- 
preciation of what we are agreeing on? 

Mr. Newton. There could be circumstances. 

Mr. DiNGELL. Now, have we looked at that yet? 

Mr. Newton. We are looking at it. 

Mr. DiNGELL. I see. Admiral, I apologize. 

Admiral Miller. Yes, sir. There are other examples besides Lin- 
coln Laboratory, where university-run facilities that belong to the 
Government have a separate overhead rate. In fact, they do not get 
to charge their customers the same rate as on-campus research. 

For example, at Stanford, the Stanford Linear Accelerator has 
its own rate that is pegged to its cost as opposed to being able to 
charge its customers the rate for on-campus research. Because they 
are remote, like Lincoln Laboratory and 

Mr. DiNGELL. They are separately compensated. 

Admiral Miller. They are separately compensated, so they have 
their own overhead rate. 

Mr. DiNGELL. So, if Lincoln Labs or this accelerator that they are 
referring to, or Livermore were to charge— were to find that over- 
head was to be charged against them, because that overhead is al- 
ready separately compensated, you would essentially have double- 
billing of the Government; is that right? 
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Mr. Newton. Well, it depends on how they are segregating the 
costs, as to whether there would be double-billing. If the only allo- 
cable overhead, or the only overhead that is allocated to the labora- 
tory is that which has a beneficial or causal or relationship, I 
would not see a double billing occur. 

Mr. DiNOELL. We do not loiow that though until it is looked «l: 
do we? » 

Mr. Newton. That is correct, sir. 

Mr. DiNGELL. I would infer, from our comments here that that is 
something that should be looked at? 

Mr. Newton. Absolutely. 

Mr. DiNGELL. That is good. I am sure you are. 

Mr. Newton, has the Government gotten back any of the money 
from over-chai^es from MIT? 

Mr. Newton. No, sir. 

Mr. DiNGELL. No. Now, I guess the summary would be that the 
situation at MIT is similar to Stanford, in that we have hundreds 
of thousands, potentially millions of dollars in inappropriate 
charges that are then being billed to the Government. In addition, 
I detect thai you have told us that there are MOU's that are oper- 
ating that are not properly supported, and some overall allocation 
concerns. Is that a fair statement, Mr. Newton, and Admiral? 

Mr. Newton. We have overall concerns that are similar. I would 
like, if I might, to address the point of getting the money back. At 
MIT, they are holding out that they are giving it back to the Gov- 
ernment. The way that they are approaching this is like many of 
the other universities. They are saying they are going to do it 
through the carry forward provisions. The carry lorwarc* provi- 
sions, I believe, are being grossly misinterpreted by anyo le who 
views that provision as being available for dealing with unallow- 
able costs. 

Now, we have, as the Admiral has indicated, we have lawyers 
looking at it for interpretations, looking at the circular. I am not a 
lawyer, but I can read. I look at the A-21 provisions, and I find 
that, under the Provision C.I., which describes composition of total 
cost, it says: "The cost of a sponsored agreement is comprised of 
the allowable direct costs incident to its performance, plus the allo- 
cable portion of the allowable indirect costs of the institution, less 
applicable credits," as described later in the circular. The emphasis 
on describing what cost are is clearly "allowable". 

Mr. DiNGELL. It still does not allow double-payment though? 

Mr. Newton. Pardon me? 

Mr. DiNGELL. It still does not allow double collection? 

Mr. Newton. That is correct. It does not. It also does not allow, 
in my view, the consideration of unallowable cost in the provision 
for carry forward provisions. Under the circular provision J.5., it 
says: "when a fixed rate is negotiated in advance for a fiscal 
year — or other time period — the over or under-recovery for that 
year may be included as an adjustment to the indirect cost for the 
next rate negotiation." 

It does not mention unallowable cost. It does not give anything 
which, to me, in reading this document, would suggest that there is 
an intended variance from the prior section, which describes what 
kind of costs we are dealing with. So, for MIT or any other univer- 
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sity to say we have identified these 700 some-odd thousand dollars 
of unallowable costs, and we are going to give them back to the 
Government through the carry forward provisions, it is like smoke 
and mirrors, it does not work, we will never get it. 

Mr. DiNGELL, Yqu are saying it should be collected in cash 
money, not deferred to the following year and not allowed to 
vanish somewhere in the process? 

Mr. Newton. Yes, sir. I think anything other than an immediate 
refund payment to the Government is unacceptable. 

Mr. DiNGELL. I agree with you fullv. 

Mr. Newton, let us turn now to the MOU with MIT concerning 
the Library Study. Who is the fellow who negotiated that with the 
Government, or with MIT? A fellcw by the name of F'orrester, 
wasn't it? 

Admiral Miller. Yes, sir, that is correct, Mr. Forrester. 

Mr. DiNGELL. Forrester, I guess. What is he doing now? 

Admiral Miller. He is now working for MIT. 

Mr. DiNGELL. Working for MIT. So, shortly after he negotiated 
the MOU he went to work for MIT? 

Admiral Miller. No, sir. Not shortly thereafter. In 1985, Mr. 
Forrester's duties were changed. Prior to 1985 he had been the 
ONR on-campus representative at MIT. In 1985, he became the 
ONR representative at Harvard University. 

His duties at Harvard extended for some 2V2 years and then in 
the middle of 1988, Mr. Forrester decided to retire. Before he did, 
he very correctly got a legal opinion from the ethics official, under 
the provisions of law and regulation within the Department, with 
respect to whether he could accept employment at MIT or at Har- 
vard. He was specifically considering a job that he understood to be 
open at MIT. 

He was advised that because he had not had a substantive con- 
nection with MIT, in a business sense, for over 2 years, that he 
could take a lob a MIT, but he could not take a job at Harvard. 

It is my understanding that, in addition, he is not engaged in any 
sort of job today where he is representing MIT to the Government. 
In fact, it is my understanding that he is working in their purchas- 
ing shop and enforcing Government regulations on MIT subcon- 
tractors. 

Mr. DiNGELL. Say that again. He is now in enforcing Government 
regulations? 

Admiral Miller. He is ensuring that subcontracts MIT let for 
Government contracts have the provisions in them that are re- 
quired. He is using the expertise he got in the Federal Government 
to help MIT ensure that their subcontractors are complying. Now, 
that is what I hear from my staff, and that is the extent of my 
knowledge on that. 

Mr. DiNGELL. Now, Mr. Newton, in your testimony, you pointed 
out the University of Hawaii. Your testimony states that the 
DCAA auditor at Hawaii says that the Government is being billed 
in excess cost estimated at some $500,000 annually. Can you give 
us an idea of some of the t3rpes and kinds and areas of charges that 
make up this $500,000 annually overbilled to the Federal Govern- 
ment? 
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Mr. NEvm)N. It is my understanding, sir, that we are dealing 
with the allocation procedure for the library cost. There is a Memo- 
randum of Understanding or has been one at that university, 
which permitted an alternative allocation procedure. There is not 
one strictly based on the user applications, as prescribed in circular 
A-21. It is that difference — that inequity, that the auditor perceives 
to exist, as a result of this alternative allocation, which is resulting 
in that excessive billing to the Grovemment. 

Mr. DiNGELL. How long had this been going on? 

Mr. Newton. I do not know when it started. It has been going on 
multiple years. 

Mr. DiNGELL. Had this been identified at any time prior to the 
arrival of the— rather of the fact that Stanford and its behavior 
came to the attention of DCAA and the Congress and the commit- 
tee? 

Mr. Newton. I believe that there have been audit exceptions as- 
serted previously^ but I am not certain on that point. 
Mr. DiNGELL. You say audit exceptions? 

Mr. Newton. Audit exceptions. Yes, sir. I believe that the audi- 
tor had reported problems with this allocation previously; but I do 
not have 

Mr. DiNGELL. What were those exceptions reported by the audi- 
tor? When did they occur? What was done about them? 
Mr. Newton. I will have to provide that to you for the record. 
Mr. DiNGELL. Would you please? 
[The information follows:] 

Exception: Allocation of Library Expenses for Fiscal Year 1989 —The university 
uses an alternative allocation method as described in a Memorandum of Under* 
standing dated 1 July 1988. The alternative method is not supported by the required 
cost analysis study. The auditor recommended an allocation in accordance with the 
0MB Circular A-21 default method. The impact on government contracts is about 
$580,000 in 1989. 

Date Reported: 11 February 1991. 

Status: Awaiting resolution. 

Note: There are a number of other exceptions that have been previously reported 
by the auditor. Upon completion of the audits of flscal years 1990 and 1991, similar 
exceptions will be reported. 

Mr. DiNGELL. Now, in March, you testified that Cal Tech had re- 
moved approximately $500,000 from their claim cost between 1986 
and 1990. Could you give some examples of what was included in 
those costs? 

Mr. Newton. One of the costs was the cost of a retreat at Lake 
Tahoe. There were other types of costs that we had cited that are 
included in there— entertainment or personal expenses of that 
nature. Again, we have a university that is indicating that they, in 
effect, are giving it back to the Government, by use of the carry 
forward provisions, as opposed to giving the Government a refund 
check. 

Mr. DiNGELL I detect that you are telling me that the carry for* 
ward provisions, with regard to Cal Tech will work about as well as 
they would with regard to MIT; is that correct? 

Mr. Newton. That is correct. 

Mr. DiNGELL. Again, you do not counsel that those should be uti* 
lized for that purpose? 
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Mr. Newton. I absolutely believe that unallowable costs should 
not be a part of the carry forward provisions. 

Mr. DiNGELL. Now, did Cal Tech withdraw the charges on their 
own volition, or were they identified by your staff as possible areas 
of vulnerability to the school? 

Mr. Newton. They were identified by the university. 

Mr. DiNGELL. Beg pardon? 

Mr. Newton. They were identified by the university. 
Mr. DiNGELL. By the university. 

Mr. Newton. It's my understanding in voluntary action. 

Admiral Miller. I might also add that in some cases they with- 
drew the entire cost pool, not just where they found that the cost 
pool contained questionable charges to the Government, but also 
where they recognized it as fiawed. 

Mr. DiNGELL. OK, now after the school removed these charges, 
did your staff request to sec the transactional detail on the items 
or to look at other years? 

Mr. Newton. I presume they would have. That's a routine proce- 
dure. 

Mr. DiNGELL. Was that what triggered the withdrawal of the 
entire pool. Admiral? 

Admiral Miller. No. The withdrawal of the entire pool was a 
Cal Tech initiative. That's the way they announced it to us. 

Mr. DiNGELL. Now these costs and these claims were certified, 
were they not? 

Admiral Miller. They would have had to be certified since that 
law came into provision. Yes, sir. 

Mr. DiNGELL. Now does your Agency have an interest in review- 
ing these transactions in view of the fact that the costs were certi- 
fi^ and that there is still a potential for false or fraudulent 
claims? 

Admiral Miller. I believe we should look at that if we have not 
already. It is important that we use that as a basis for evaluation 
not only of that pool but of the university's internal controls. If it 
demonstrates that they do not have adequate internal controls, it 
would cause us to have doubts about other cost pools. 

Mr. DiNGELL. So I gather then you intend to pursue these other 
matters? 

Admiral Miller. Yes, sir. That's correct. 

Mr. DiNGELL. Now gentlemen, the committee understands that 
the audit is still continuing on fiscal years 1986, 1987 and 1988. 
Can you tell us what other findings or questions have been raised 
about Cal Tech's indirect costs? 

Mr. Newton. I don't have the details of the findings at this 
point. Those audits are in process and we would be happy to pro- 
vide copies of the audit reports to you when they are completed. 

Mr. DiNGELL. Would you do that for us, please? 

Mr. Newton. Yes, sir. 

Mr. DiNGELL. Now gentlemen, we understand that the audit staff 
or rather your audit stafi* is also reviewing internal controls and 
other aspects of Cal Tech's operations. Can you tell us what are 
these areas and what are your preliminary conclusions on these 
matters? 
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Mr. Newton. One of the areas of concern that we have is inter- 
nal controls. There, as well as at most of the other universities, is 
the absence of a routine ongoing process for identifying and screen- 
ing out unallowable costs. 

We are looking at that. We are also looking at the internal 
review procedures there as well as at other universities and gener- 
ally speaking I can say that we have not been finding the internal 
review procedures to be as forthcoming as they should be, as effec- 
tive as they should be. 

They do exist but we have been trying to work with the universi- 
ty managers to achieve a realization that more effective internal 
reviews are needed and generally we have been receiving coopera- 
tive comments that they might do so. 

Admiral MiUER. I believe that is a significant fact, Mr. Chair- 
man, if I mighv intercede here. 

Mr. DiNGELL. Sure. 

Admiral Miller. I believe that the mt jority of the universities 
with which we deal recognize that there is a new environment out 
there, that the rules of the game have changed and that what had 
been acceptable in the past is not necessarily acceptable in the 
future. 

I believe that not only inust we look to the universities to have 
that recognition, but hopefully in our Government's consideration 
of the rules themselves. We need to improve A-21, to reduce the 
ambiguity and simplify the rules so that auditors and internal con- 
trol people on either side will not have these arguments in the 
future. 

Mr. DiNGELL. Now g[entlemen, you have mentioned other cost al- 
locability and allowability problems besides MIT, Carnegie-Mellon, 
Hawaii, Stanford and Cal Tech. Have DCAA audits at other univer- 
sities also identified problems? 

Mr. Newton. Yes, we have. 

Mr. DiNGELL. Could you name the other schools and what you 
have in the way of fairly concrete findings? 

Mr. Newton. We have conditions, as I have already mentioned 
when we were talking of internal controls; difficulty in finding ade- 
ouate screening processes in general, but because of the fact that 
the audits are ongoing now, and I am not aware of the status of 
exit conferences which would be a normal matter of conduct with 
the conclusion of any given audit, I would prefer if I may to wait 
and provide that information for the record. 

Mr. DiNGELL. That would be appropriate. Without objection, so 
ordered. 

[The information follows:] 

Names of other schools where DCAA has fairly concrete findings (as of 22 May 
1991): (1) University of Dayton (unallowable personal expenses of the university 
president); and (2) Pennsylvania State University (unallowable advertising costs). 

Audits are ongoing for all open years at universities under DOD cognizance. 

Mr. DiNGELL. Now Mr. Newton, we have kind of come to the con- 
clusion on the basis of your testimony and Admiral Miller's testi- 
mony and also on the basis of t le testimony of Mr. Kuaserow and 
the General Accounting Office shat we have some systematic and 
systemic problems w'mcTi are existent across the country. 

Do you agree with t statement? 
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Mr. Newton. Yes. 

Mr. DiNGELL. What would be a good solution to these problems? 

Mr. Newton. As far as the accounting areas I think that tbi step 
that is underway with the 0MB efforts to try to better define and 
provide better guidelines for identifying unallowable costs, that 
that is something that is sorely needed. 

We need to have the regulations be consistent between those 
which are for defense contracts and those which are for the non- 
defense grants and contracts. We presently don't have that condi- 
tion and it is a confusing situation for everyone involved, both in 
the university management and ourselves. I hope that this effort 
will improve that. 

There are explorations I know and deliberations going on on the 
possibility of putting caps in on various elements. I have great res- 
ervations about whether that is going to be a successful venture in 
correcting any of the problems that we have. I am reallv quite con- 
cerned that more problems might emanate from that. There might 
be more temptation in fact for fraudulent conduct insofar as if 
there is a manager who is concerned about having achieved the 
ceiling in their level of expenses, there may be temptation to start 
charging those costs to something else intentionally, which would 
be fraudulent conduct. 

I think what we need is a greater effort on the part of the uni- 
versity manatgement to set a clear tone from the top to all of their 
employees that there will be ethical conduct and integrity in the 
application of the existing accounting rules and regulations. 

Mr. DiNGELL. Now you heard Mr. Kusserow's comments this 
morning. 

I believe he did not refer to this in great detail in his delivered 
statement, but in his prepared statement, of which he delivered a 
summary, he said this about 0MB guidance A-21. He said: 

In our opinion the current version of 0MB guidance A-21 does not provide incen- 
tives to schools to minimize or contain costs allocated to Federal research projects. 
Basically A-22 permits universities to charge expenses to Federal research when 
these expenses are allowable, allocable and reasonable. Costs are considered reason- 
able if tne nature of the goods or services acquired or applied and the amount in- 
volved therefore reflect the actions that a prudent person would have taken under 
the circumstances prevailing at the time of the decision to incur costs was made. 
This subjective test of reasonableness provides areat latitude for schools to include 
many items and services which might otherwise oe excluded under the more specific 
Federal acquisition regulations. A cost allocable to a specific project if the goods or 
services are chargeable are assignable to such cost objectives in accordance with rel- 
ative benefits received or other equitable relationship. Again, the non-specificity of 
A-21 provides discretion and indeed incentives to schools to define benefits received 
to their best advantage. 

Do you agree with that statement, gentlemen? 

Admiral Miller. I believe Mr. Kusserow has hit upon at least 
one of my own concerns— incentives for the universities to hold 
their own costs down— we really need to put something in the 
system that does that. 

Mr. DiNGELL. And are clear and definable and understandable. 

Admiral Miller. Yes, sir, and to simplify them. 

Mr. DiNGELL. A set of instructions in the 0MB records. 

Admiral Miller. For example, with respect to the special studies, 
it says a special studv may be done to support library costs or utili- 
ties or allocation of other areas, but the Government, has not de- 
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fined what is an acceptable special study, so we get all sorts of 
studies put on the table. I think we ought to try and clarify that. 

In the area of incentives, one incentive that is very strong on 
every university campus with which I am familiar is the faculty. 
The faculty are personally incentivized to hold down indirect costs. 
I believe that greater visibility by the faculty into the elements of 
indirect costs on campus would help. One way you could do that 
would be by separating the indirect costs into separate pools. For 
example, one that's administrative and one that^s builmng costs, 
^en handle them differently to give greater visibility to what 
those rates are. The faculty, I would judge, would greatly support 
Duildine-related costs that were put into renewal of the infrastruc- 
ture, which is sorely needed in the country, and would tend to try 
and hold down what the university puts into the administrative 
side. There is an incentive that is self-governing. 

The final piece that I would offer to you, sir, is I think the rates 
ought to be certain. The universities ought to know that there is 
going to be a Federal auditor coming in and looking over their 
books to ensure that the costs they have actually charged to the 
Government are allowable. That I believe needs to happen, and, in 
fact, thats why the Department of Defense has chosen the ap- 
proach that we have. 

Mr. DiNOELL. They also need clear guidelines and clear instruc- 
tions from the Office of Management and Budget and from the 
Government in connection with their contracting practices. 

Admiral Miller. Yes, sir, and Mr. Newton and I are working 
with that committee to review A-21 and to come up with new 
guidelines. 

Mr. DiNGELL. I salute you for that and I urge you to be diligent. 
A few auditors don't hurt, though, either, do they? 
Admiral Miller. Pardon me, sir? 

Mr. Dingell. I say a few auditors don't hurt either, do they? 

Admiral Miller. No, sir. In fact, that is why the DCAA and ONR 
together put forward that UCAP program, to get continued Federal 
audit presence on university campuses. 

Mr. Dingell. Now Admiral, the behavior of some of the officials 
of ONR was raised in questions at Stanford. 

In the March hearing you informed the committee that you 
would be reviewing the matter and that you in fact had an ongoing 
review to determine what had happened and who was responsible. 
Can you give us the status of that review, if you please. Admiral? 

Admiral Miller. That review is in its final stages right now. 
They have interviewed over 29 witnesses, not only here in the 
WMhington, DC. area, but in the leadership in DCAA, in Health 
and Human Services, at Stanford University, as well as our own 
internal people. I talked to the leader of that task force this morn- 
ing by telephone. 

I went outside of Washington, outside the system to get a leader. 
He has the whole team down in Mississippi at his laboratory, 
where they're in the last stages of writing the report and I antici- 
pate that I will have it very shortly. 

Mr. Dingell. Would you keep the committee informed on that, 
please? When that review is completed, would you make a copy of 
it available to us, please? 
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Admiral Miller. Yes, sir, I will. 

Mr. DiNGELL. Thank you. Now, Mr. Newton, a member of the 
subcommittee staff visited Cornell a week ago and found a situa- 
tion which I find disturbing. In a quick look at just a couple of ac- 
counts, stai*' saw that there were thousands of dollars in liquor 
bills, private charter aircraft and purposes of Steuben glassware. 
Can you tell us what you know or what is your understanding of 
the situation at Cornell, please? 

Mr. Newton. It's my understanding that at Cornell, there has 
been an internal screening of their overhead accounts and they 
have come forward with a proposal for reducing their accounts by 
$377,000. Again, this would be a reduction or a withdrawal volun- 
tarily made, but to be 

Admiral Miller. Mr. Chairman, if I might add to that, additional 
charges that Cornell has offered to withdraw over the fiscal years 
1986 to 1988 would bring the total to slightly over $1 million. 

Mr. DiNGELL. Now, how far back does this go? Can you tell us, at 
Cornell, gentlemen, please? 

Admiral Miller. 1986 to 1988 represent those years that are still 
open. We have to go back and audit the actuals, negotiate fmal 
r&'as and close them out. Prior to 1986, the accounts are all closed 
p; 1 those books are closed. 

Mr. DiNGELL. OK. Now, gentlemen, in their defense, Cornell offi- 
cials have implied that DCAA wasn't concerned about these types 
of charges and they inferred that they therefore should not include 
them. Can you tell us what is your understanding with regard to 
DCAA allowing Cornell to include these kinds of charges? 

Mr. Newton. Fm not aware of anyone in DCAA that would con- 
done those charges which are clearly unallowable as being accepta- 
ble. 

Mr. DiNGELL. So, you've never given Cornell any reason to be- 
lieve that these were not anything other than improper charges? 

Mr. Newton. I have not seen any communication from DCAA 
that would confirm that. 

Mr. DiNGELL. Now, Mr. Newton, at Cornell, officials say one part 
of their benefit package to the president includes the gift of the 
university home when the president retires. Have your auditors re- 
viewed the components of Cornell's compensation of benefits 
planned, and what have you found? 

Mr. Newton. That audit is another one which is ongoing. We are 
including that in the scope of our review and I will have to advise 
you of the results of it at the conclusion. 

Mr. DiNGELL. Would the gift of a home be an item appropriate 
for inclusion in overhead accounts or indirect charges? 

Mr. Newton. I would expect that it would not be; that it would 
be treated as an unallowable cost. 

Mr. DiNGELL. And a gratuity? 

Mr. Newton. Yes, sir. 

Admiral Miller. I would argue, sir, that the cost of that house 
ought to be considered as housing provided to a university official. 
Under the new proposed revision to A-21 it would not be allowable. 
In fact, the gift of the house, I believe, would come under that also. 
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Mr. DiNGELL. Would it also be fair to infer that if the university 
wanted to be generous with their president on his retirement, that 
they should do it with their own money? 

Admiral Miller. Yes, sir. We don't argue with the university's 
prercwative to soend their money how they would like, but we 
would not want that charged to us. 

Mr. DiNGELL. Now, ifentlemen, a number of accounts at Cornell, 
we note, have been withdrawn for funds named after donors who 
provided the money spent from the account. Now, even though 
these funds are donated and expended from the funds, they are 
still allocated to the Government. Is that proper? 

Mr. Newton. An allocation of funds would not be proper and it 
should be unallowable. 

Mr. DiNGELL. Now, let's take some examples. A public relations 
fund established by an anonymous donor contains funds for the 
sole purpose of constructing a new Cornell Club in New Yoik City. 
Although all the money necessary to perform the construction 
projects has been donated up front, each time a project was under- 
taken, 30 percent of it was charged to organized research. Would 
these charges be proper to the Government? 

Mr. Newton. Well, let me see if I can clarify the use of the 
donor funds and how they would relate to whether they would be 
allowable or unallowable. If the donor has just given the university 
an amount of money and the university has it in its funds and then 
uses that money to buy a research facility, then the depreciation of 
that research facility would be a university cost that would be al- 
lowable against our Government contracts. IV s thij use of the 
funds, whether there would be any beneficial or causal relationship 
to the Government which would be the driver on whether there 
would be any appropriate reimbursement. 

Mr. DiNGELL. Now, Admiral Miller, you testified to some con- 
cerns at Columbia University. Would you want to elaborate on 
them, please, sir, for us? 

Admiral Miller. The concerns I expressed with regard to Colum- 
bia were that Columbia had identified potentially unallowable costs 
in the amount of $163,000 for 1987 only. Potentially, these costs 
mav have come into the later years. WeVe going to have to go back 
and look. I don't have specific examples of the components of that 
$163,000. That's what DCAA is going back and looking at. 

Mr. DiNGELL. So you found them in 1987 and it wouldn't be 
unfair to assume that they occurred in 1988, 1989. 1990 and 1991? 

Admiral Miller. Well, that would be a logical aosurnption and 
that's why we're going back to look, sir. 

Mr. DiNGELL. Now, HHS told the committee, gentlemen, that 
based on their reviews, they thought that they had found about $14 
million in questionable charges around the country. Can you give 
us some appreciation of what your total findings in terms of dollar 
amounts might be to date? 

Admiral Miller. I don't think we have a final figure, sir. We're 
still in the process of auditing every school in DOD cognizance, and 
it's going to be some time before we have that figure. 

Mr. DiNGELL. Now, can we exclude charges of oeing of such ques- 
tionable character that they raise the possibility of fraud in all 
cases? 
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Admiral Miller. We have not seen any evidence of fraud, 
except — I will say again — except in that case which we discussed in 
your hearing on March 13 where there is an ongoing Naval Investi- 
gative Service investigation at Stanford. While we don't have any 
specific evidence of fraud, the amount unallowable is such that the 
NIS is continuing with that investigation. What we have done to 
assist them is to take all of those examples that were cited in your 
hearing by the General Accounting Onice> as well as other wit- 
nesses, and done an analysis of why those charges . *e unallowable, 
in which years the costs occurred, and how much they were. We 
provided that analysis to the Naval Investigative Service to help 
their investigation. That investigation is still ongoing and I'm 
unable to comment further on it, sir. 

Mr. DiNGELL. Gentlemen, we kept you here a long time. You've 
been of great assistance to the committee. We commend you for the 
vigor with which you are addressing the problem here. We look for- 
ward to working with you and we want you to know that you have 
the thanks of the committee as you leave us. 

We thank you both, gentlemen, for the time and the energy and 
the effort that you have put into this matter. The committee stands 
adjourned until the call of the Chair. 

[Whereupon, at 3:08 p.m., the hearing was adjourned.] 
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